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EDITORIAL 


: ‘ The many people who are wont to’think 
Impressive Steadiness 
of the Mexinete of the New York and other stock ex- 
changes as centers of uncertainty and 
violent fluctuations would do well to consider carefully the course 
of the exchanges of the country during the past year. Business 
has been demoralized; the welfare of all kinds of commercial and 
industrial adventure has been thrown in jeopardy by the preva- 
lent tendency toward experimentation; there have been wars and 
rumors of wars—and the end is not yet. There has been no 
assurance of an early recovery and, in a word, chaos has reigned. 
Yet, in spite of all this, the security exchanges have pursued a 
fairly even and generally upward course. When the national 
recovery administration was relegated to the archives there were 
many prophets who foresaw a complete upheaval. Some of 
these seers based their opinions upon their political sentiments. 
Others—and these were the only ones worthy of consideration— 
felt that the destruction of the codes must have a subversive 
effect upon business in all its branches. Probably very few 
really believed that so fundamental a change could take place 
without at least a temporary unsettling of affairs. Yet, after the 
first mild flurry of excitement, the markets resumed the even tenor 
of their ways and business, taking heart, went steadily but slowly 
forward. ‘Then, when we were beginning to look for better times, 
came the threat followed by the action of Italy in its ambition 
to absorb Abyssinia. The league of nations, speaking for most of 
the civilized countries of the world, floundered feebly for a little 
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while but finally acquired a virility and a courage quite unequaled 
in its earlier history. This naturally brought nearer the possibil- 
ity of a general European war. Exchange was upset and no one 
knew—as no one knows now—what a day might bring forth. 
When the Italians actually began their advance from Eritrea and 
Italian Somaliland the markets were shaken for a day. Then, 
strangely enough, the onward march was resumed. 


Now, all these things indicate that Wall 
street and the rest of the financial cen- 
ters of the country are not so tempera- 
mental or mercurial as they had been thought to be. American 
business is a pretty substantial thing, come weal, come woe. It 
is too big a thing to be long tossed about by what must be purely 
temporary conditions. American wealth is too vast to be dissi- 
pated in panic fear. Such convulsions as those of October and 
November, 1929, were strong enough to destroy any ordinary 
fabric; but there have been many painful recessions in the market 
before and there probably will be others in the future, yet under- 
lying all there is the inherent and enduring strength of American 
business. It is heartening to contemplate the whole scene. If 
one could detach himself entirely from the present and take a 
view in decades rather than in months, there would be little cause 
for alarm. We have a population for the most part consisting 
of hard-headed and unemotional people. They know what they 
want; they have their individual ambitions to gratify; and in the 
long run they succeed. So in the realm of American finance there 
is a lasting confidence and a comfortable assurance that, whatever 
winds may blow, all is well. Accountants would be wise to bear 
these facts in mind and not to be misled by sudden and unexpected 
disturbances which threaten fora moment. Accountants are the 
men upon whose advice business increasingly depends, and if they 
will keep their feet upon the ground they can do a yeoman service 
to the whole business structure of the country. The ordinary 
man who is confronted by growing deficits can be forgiven a cer- 
tain amount of nervousness; but his advisors, among whom ac- 
countants stand first, have no such excuse for pessimism. The 
future is not permanently dimmed. It will be a long pull back to 
the heights of prosperity, and there will be many politicians and 
others who will seek to impose their immature will upon the coun- 
try; but they can not prevail. The astonishing strength of Ameri- 
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can finance through all this turmoil is one of the most hopeful indi- 
cations of the innate power and the natural prosperity of America. 


The meeting of the American Institute 
of Accountants, held in Boston from 
October 14th to 17th, was attended by a 
greater number of members than any other meeting in the history 
of the Institute. There were, it is true, some special reasons for 
large attendance, but leaving these altogether out of the picture 
we believe that the members as a whole are readier to recognize 
the importance of convention than they were in the past. Those 
who attend soon acquire the habit of attendance, and, as a con- 
sequence, there is a steadily increasing disposition not to miss the 
opportunity for fellowship and discussion which a convention 
offers. Now, above all times, the necessity for united action by 
accountants is manifest. No one who has been familiar with the 
work of the profession during the past quarter of a century can be 
blind to the tremendous changes which have taken place, not so 
much in the detail of practice as in the importance attaching to 
the work and the advice of the accountant. The meeting in 
Boston was of the utmost interest. The discussions concerned 
important topics which are before accountants today; and prob- 
ably no one who attended and took part in the discussions or 
listened to the papers which were read would say that he had not 
been more than compensated for the time and expense involved. 
It has been said that America is the ‘‘meetingest’’ country in 
the world and Americans are described as the ‘“‘joiningest’’ people. 
Perhaps this gregarious trait is overdone. There have been 
meetings of various sorts which have not added much to the prog- 
ress of the world, but we do not believe that any group of profes- 
sional men can gather from all parts of the country without 
making possible an advance in practice and accomplishment 
which could not have occurred without meeting. 


The Spirit of 
Convention 


It has been announced, almost with a 
fanfare of trumpets, that the improve- 
ment in general business conditions has been so substantial that 
there will be ‘‘no more taxes.’’ This expression evidently means, 
not that taxes will cease, but that there will be no new or increased 
rates of taxation. The time has not come and will never come 
when there will be no more tax. The unfortunate aspect of this 
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loudly proclaimed relief is that it will be regarded by many persons 
who can not think deeply that in reality all taxes will be aban- 
doned and the country will advance under the momentum given 
by an increase in the volume of business. That, however, is a 
point which need not receive serious consideration. Any dema- 
gogue can make promises which will beguile and mislead that 
majority of the population which does not know how tothink. We 
are more concerned now with the allegation that no higher taxes 
will be required. To put it bluntly, this is merely pious hope. 
We can not go on forever without a balanced budget. At present 
we are increasing our rate of expenditure with alarming rapidity 
and we are not increasing our rate of income as a nation. The 
consequence must be a constantly increasing spread between in- 
come and outgo. No business conducted in accordance with such 
a policy could continue long. Neither can any nation long survive 
which flaunts all the fundamental principles of sound economics 
and carries on its affairs without consideration of the morrow. 
It is foolish and futile to talk of no more taxes when the taxes 
which we now gather are far short of the amount needed to set up 
an equilibrium in our fiscal affairs. So long as the expenditure 
outruns the income the discrepancy in the budget must increase. 
How, then, can any one in his senses aver that there will be no 
more taxes because business is improving? There must be and 
there will be many more taxes. The nature of the taxation is not 
the first consideration, but what we must do is to devise some 
method of extracting as painlessly as possible from the citizens 
of the country a portion of their earnings or perhaps of their prin- 
cipal which will make it possible to spend no more than we receive. 


Every month that passes makes our 
problem more acute. We are certainly 
headed for the rocks of disaster unless 
some change of course be speedily adopted. It has been said 
many times that the responsible American citizen would probably 
prefer to pay almost confiscatory taxes for a little while and then 
to come into a period when taxation would be equitable and 
business could develop without dragging a ball and chain. The 
strange part of the whole thing is that the people to whom the cry 
of ‘“‘no more taxes’’ would appeal are not the people who pay the 
bulk of the taxes. The average taxpayer is a sensible person and 
knows that when we have been engaged in an orgy of expense we 


324 


Everybody Will Pay 
at Last 











Editorial 








must pass through a period of compensating difficulty. We 
can’t be drunk all the night without a headache next day, and 
most of us would rather have the headache for a while than to 
have a persistent nausea for the rest of our lives. It has been 
reported by a careful observer of conditions in all parts of the 
country that the so-called ‘“‘common”’ people are beginning to 
wonder how the bill is to be paid. This observer says that even 
in the farming districts where the gratuitous distribution of un- 
earned income has been most liberal the farmers themselves are 
now asking: When shall we have to pay? The ordinary American 
citizen is not an utter fool. He may like to receive gratuities to 
which he is not entitled and he can not be greatly blamed for tak- 
ing what is offered him, but sooner or later he will come to his 
senses, and he knows today that what is being given him now will 
have to be paid by some one later, and he knows also that he 
himself will be one of those who will have to pay. When this 
spirit of analysis has spread a little further we shall probably find 
a violent reaction against the inconsiderate distribution of largess. 
At any rate, we must all admit in our own minds—if we do not 
for some political reason admit it openly—that the dictum of 
‘“‘no more taxes”’ is without foundation in fact and that more 
taxes and greater taxes must certainly ensue. 


Wihstd. tint Tintenner — or four months ago we received 
Cometh rom a highly esteemed contributor to 

THE JOURNAL OF ACCOUNTANCY a 

critical analysis of the writings of Major C. H. Douglas, who is 
known as the father of social credit. The article was rejected 
because it seemed to us that it was a discussion of a vain theory— 
a theory of the same general character as the so-called Townsend 
plan, which for a little while aroused a multitude of people and 
called forth rather vehement support in many legislative quar- 
ters. The Townsend plan, however, seems to have died—although 
we are informed that a few Townsend clubs still carry on a post- 
humous activity, without hope of reincarnating the ghost. So it 
seemed that the Douglas plan was headed for a similar demise. 
Then came the extraordinary elections in the province of Alberta. 
The united farmer ministry of R. G. Reid lost every seat in the 
legislature, and a social credit ministry was formed by the new 
premier, William Aberhart. The Aberhart plan is somewhat 
like the late unlamented Townsend plan in that it provides a free 
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payment of $25.00 a month to every adult citizen of Alberta. 
According to the London Economist the payment is intended to he 
a permanent subsidy to consumers’ purchasing power, designed 
to exploit the potential productive capacity of the province. 
There seems to be no clear conception of how this beautiful theory 
is to be financed. Major Douglas with his greater skill may be 
able to suggest something which will sound feasible—at least, it 
may sound feasible to the electorate. Of course, the idea of pay- 
ing everybody a salary irrespective of earning capacity or inclina- 
tion is foredoomed to failure. The world and mankind are not 
built on any such model. The Douglas-Aberhart experiment 
may continue for a few months or perhaps for a year or two, but 
then some one with a little more sense will burst the bubble and 
Alberta, like all the rest of the states and provinces of this con- 
tinent, will find that crazy idealism can not prevail. Many 
years ago an experiment, a sort of Christian communism, was 
attempted in Paraguay. Some very excellent persons assembled 
themselves together and migrated to a new land in a venture that 
would have excited the interest of Plato and Sir Thomas More. 
No one became greatly excited about the experiment, because it 
was placed far from the scenes of what we like to call civilization, 
and no one cared very much whether the colony survived or 
perished. Now, however, there is a wide-spread trend toward 
impossibilities in government, and there is a passing interest in 
the social laboratory of Alberta. Some of our pink professors in 
Washington will probably have an opportunity to learn a great 
deal that they do not know at present. It-would be a good plan 
to set up grand-stand seats around the government at Calgary and 
compel our miniature theorists to witness the contest between 
wisdom and pure folly. But we should be sorry for Alberta, if 
that were done. 


When the national recovery administra- 
tion was kicked out the back door by 
the nine excellent gentlemen of the 
supreme court, it was hoped that a few good things which had 
really been accomplished or promised by the N.R.A. might con- 
tinue to operate for the benefit of the people of the country. 
There were so few of these advantages that it was not difficult to 
remember them. Under some of the codes, so called, there were 
provisions which were admirable, and among these rare exceptions 
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none was more conspicuous than the code proposed and adopted 
by the investment bankers. It will be remembered by account- 
ants that this code received general commendation among the 
accounting profession, which was in part responsible for various 
provisions of the code. It is, therefore, gratifying to learn that 
the securities and exchange commission has endeavored to take 
advantage of the investment bankers’ code and to bring about 
the promotion of fair standards in the offering of securities. It is 
reported in the daily press that the new chairman of the commis- 
sion, James M. Landis, has taken a personal interest in the matter 
and will do what can be done to make permanent those portions of 
the code which are generally regarded as beneficial. The securi- 
ties and exchange commission asked a large number of bankers 
if they desired to support a proposed organization of registered 
bankers. Ninety per cent. of the replies have been affirmative. 
If an organization of that kind can be established, it will be a real 
punishment to be expelled from it, and any investment banker 
who felt the urge to depart from accepted standards would think 
twice before committing himself to such a course with its probable 
consequences. Whether the securities and exchange commission 
will become a fixed part of our national government or not, it is 
quite evident that something of the kind will persist. The in- 
terstate commerce commission was not an outgrowth of wild 
socialistic experiment. It was evolved in the ordinary course of 
business development and it has as a whole accomplished excellent 
results. We believe that the securities and exchange commission 
or something of a similar sort is a genuine necessity and that it will 
not be abandoned, although it will almost certainly be subject to 
substantial changes as experience reveals inherent weaknesses. 
Investment bankers of the better sort can be counted upon to sup- 
port in every way the efforts of the securities and exchange com- 
mission to prevent the utterance of unsound stocks and bonds 
and to encourage the promotion of fair practices. The day of 
misrepresentation in the flotation of securities is nearing its end. 


A correspondent draws attention to 
what he considers a gross injustice in 
the administration of the federal income- 
tax laws. In I. T. 2819 advice is requested relative to the de- 
ductibility of accounting and bookkeeping fees paid by individual 
investors in computing their taxable net income. 
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“It is contended that under I. T. 2751 (C. B. XIII-1, 43), 
which held that ‘ordinary and necessary’ expenses paid or in- 
curred during the taxable year with respect to the management, 
protection and conservation of properties producing taxable 
income are proper deductions, accounting and bookkeeping fees 
of individual investors constitute ordinary and necessary expenses 
of managing income-producing properties. It is stated that the 
employment of bookkeepers and accountants is as necessary and 
effective in the management, protection and conservation of in- 
come-producing properties as is the utilization of custodians or 
safe deposit boxes. 

‘After careful consideration of the question presented, it is 
held that the cost of the employment of bookkeepers and ac- 
countants by persons not engaged in business, and merely for 
the purpose of closing the taxpayer’s personal accounts for the 
year, drawing up a balance-sheet or preparing an income-tax 
return is not an allowable deduction as contemplated by I. T. 
2751, supra. . . . However, amounts paid for accounting and 
bookkeeping fees by an individual engaged in business, where 
such expenditures are ordinary and necessary business expenses, 
constitute allowable deductions for federal income-tax purposes.” 


Our correspondent continues: 


‘This decision I consider to be within the realm of sheer non- 
sense. In our own practice we have had cases where the fees 
ran to several hundred dollars for work for individual investors to 
determine the basis on which income-tax returns had been or 
should be filed. In the cases I have in mind there is no question 
whatever that the work represented a ‘necessary’ expense and, 
with the multiplying complications of income-tax procedure, such 
work may very properly be classified as an ‘ordinary’ expense. 
In such cases it may be found, as often as not, that the result of 
the accountants’ work has been to increase taxable income and 
thereby increase the revenue of the government. 

‘Contrasting such a situation with the case of an individual 
‘engaged in business’ where a fee of, say, $25 might be charged 
for work of similar character but on an infinitely smaller scale, 
it can readily be seen how absurd the position of the bureau is.” 


This is not a new question but it is one that often escapes at- 
tention. It does seem unreasonable to deny taxpayers who are 
not in business a deduction for the expenses necessarily incurred 
in properly reporting income to the treasury. The denial, how- 
ever, rests on the income-tax act and not on its administrators. 
The act itself limits the deduction for ordinary and necessary 
expenses to those paid “in carrying on any trade or business.”’ 
And there is not in the act any specific allowance to individual 
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taxpayers not in business for a deduction for the expense of the 
character mentioned. It seems clear, therefore, that no appeal 
to the treasury would be fruitful and the only recourse would be 
to have the law changed. Congress would probably hesitate to 
amend the law in this way, as such a change would doubtless 
leave the way open to abuses and further controversies. Ex- 
perience of many accountants who practise before the treasury 
department indicates that it is the custom of that department 
to rule against the taxpayer if such a decision can be supported 
by the slightest authority in a literal interpretation of the language 
of the act. 


It is difficult to realize that the lovable 
and delightful personality of Edward 
Everett Gore has been taken away from us. He was so much a 
part of the American Institute of Accountants, and indeed of 
modern accountancy as a whole, that one can hardly think of a 
meeting of accountants or some forward movement in account- 
ancy in which he will not be associated. He occupied a unique 
position in his chosen city of Chicago, not only as an accountant 
but as a public spirited citizen of wide interest. The honors 
which came to him were many. His personal popularity was 
unsurpassed. His grace of diction and his splendid gift of friend- 
ship made him universally beloved. To the Institute he gave at 
all times the best that was in him, and no task was ever too heavy 
for him to undertake. He was member of innumerable commit- 
tees through the years, and during his presidency of the Institute 
he devoted the greatest part of his time to the organization. At 
the annual meeting in Boston in October no one who had been 
present at earlier meetings failed to feel a pang of regret that this 
great friend of the Institute and of each of its members would no 
longer be seen. He leavesa record of which any man in any walk 
of life could be intensely proud. 


Edward Everett Gore 


329 











Present-day Problems Affecting the Presentation 
and Interpretation of Financial Statements * 


By ARTHUR ANDERSEN 


Since the beginning of the twentieth century, a little more than 
one generation ago, many volumes of extraordinary events have 
been written into the history of mankind. The world has seen 
wars, earthquakes, floods, famine, revolutions—and on the other 
hand has made great progress in the development and use of 
machinery and power. All these things have been primary 
events. They have caused many further changes of a secondary 
nature which eventually may even more powerfully affect the 
history of the world. Among these are profound changes in inter- 
national boundaries and relationships; changes in the social 
policies and government of various nations; extreme disruptions 
in the economic and financial field; a tremendous growth of new 
industries; and the modification of industrial operations by 
reason of the trend toward larger and more widely owned units of 
production. In all recorded history there has probably never been 
another period of time so crowded with swiftly moving events of 
such a vital nature. 

It may be said that business, which is the mainspring of human 
living in the modern community, has felt the impact of all of these 
factors and has been forced to adapt itself rapidly to new and ever 
changing conditions. In this country especially the rate of 
change has been great, for here individual freedom and initiative 
and individual reward have given an incentive to new develop- 
ments of every sort. Corporations have increased in size and in 
complexity of organization, operations and finance. Com- 
pletely new industries have started from nothing and have grown 
to tremendous size, such as those engaged in the production of 
motor vehicles, electrical power, electrical products, radios and 
airplanes. At the same time all business has been increasingly 
subject to the elements of greater social control and mounting 
and burdensome taxation. Another problem has been the de- 
velopment of a completely new technique of finding the capital 
required for this industrial expansion. A further complication 
lies in the fact that the period of the world war changed the 
United States from a debtor to a creditor nation, with a suddenly 





*An address before the American Institute of Accountants at Boston, Massachusetts, 
October 15, 1935. 
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new position in the matters of international trade and financial 
relationships.. More recently new problems have arisen, as the 
deflation period necessitated changes in methods and even 
changes in the application of principles which had been considered 
entirely sound during the period of expansion. The latest prob- 
lems are those caused by political changes which have definitely 
applied the principles of a broad social control over all industry. 

These changes in the conditions and structure of business have 
multiplied the problems of accountancy. Where industry is con- 
cerned with matters of production, accounting is concerned with 
determination of all the elements of cost, extending from the broad 
bases of accounting policies as to depreciation, maintenance and 
distribution of overhead down to the details of expense classifi- 
cations, inventory controls and what not. Where industry has 
the broad problem of sales, accounting has many problems of sales 
classifications, of branch sales accounting, of territory analyses, 
of profits by classes of product, of selling costs, etc. Even 
more vital are the accounting problems in the field of finance, in 
which the problems of taxation, of bank credit, of long-term 
borrowing, of preparation of annual statements for publication, 
etc., call for the development of a specialized technique. As im- 
portant general problems, accounting must deal with the matters 
of adequate reports to executive and administrative heads, with 
questions of budgetary control, with the effectiveness of the 
system of internal check, with the organization of the accounting 
department, etc. In other words, accounting penetrates into 
every phase of business operation, for the two purposes of, first, 
providing the bases for the establishing of broad principles of 
operation and, second, the detailed control over and recording of 
all results of operations. 

Thus, while accountancy may be said to be an integral part of 
business, in another sense it stands beside industry as a counsellor 
and guide. In the one function it keeps pace with the require- 
ments of industry in matters of current operation, but in the other 
function it must anticipate and interpret for industry the effects 
of the many economic and technological changes which have been 
taking place with bewildering rapidity. 

When businesses were small and personally controlled, both 
these functions of accountancy were underdeveloped and little 
recognized. But the changes of the past half century have lifted 
accounting to the status of a profession. Actually it is the 
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youngest and most immature of all professions, and it is handi- 
capped in its status, not only by this lack of tradition, but also by 
the necessity of being practical as well as technical. The older 
professions attain a dignity based upon the cumulative technique 
of hundreds of years and upon the maintenance of a fair degree 
of mystery. Accountancy has thus far accumulated little tech- 
nique, for it is still in the process of steady development of funda- 
mental principles. It can not attain any high degree of mystery, 
for its methods and principles must be practical and understand- 
able and in step with the progress of industry and people. It 
can not function merely as a code of fixed rules, for it is constantly 
modified by the principles which are developed as a composite 
of the best and most enlightened business experience. 

Because accountancy is a profession rather than just another 
kind of business, it must assume responsibilities which go far 
beyond those imposed by the business function alone, for it has 
long been recognized that the published financial statements of 
corporations are clothed with a public interest and that the ac- 
countant has a responsibility to the public as well as to his client. 
This responsibility is based on social premises; it exists regardless 
of legislation, which serves only to focus attertion upon it. In the 
past decade this factor of the public interest has been of increasing 
importance, due to the tremendous spread of security holding 
by the public, the trend away from ownership operation of busi- 
nesses and, recently, the economic slump and financial ruin which 
affected so many people. 

Great portions of the public feel that they have been insuffi- 
ciently informed or even misled in reference to past security 
issues, not alone by those in the management and control of in- 
dustry and finance, but also by the public accountants, who have 
not fully met their professional responsibility. This opinion is 
not entirely justified, and the situation can not be lightly dis- 
missed as due to misunderstanding or animus. That the opinion 
exists indicates that the profession is faced by very definite 
problems, the answers to which lie either in the province of 
education of both client and public or in the correction of cer- 
tain methods which, by force of circumstances, have existed to 
date. 

Specifically, it appears that the following problems exist: 

1. The problem of providing more informative reports for the 

investing public. 
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2. The problem of educating the public as to the meaning 

and fundamental limitations of accounting statements. 

3. The problem of simplifying accounting statements. 

4. The problem of more rapidly and accurately adjusting ac- 

counting policies to changing economic conditions. 
These problems are not new. They have been with us for many 
years. But today they appear in the form of a direct challenge 
which must be met by definite answers. 

A considerable part of the criticism that corporation statements 
are not sufficiently informative is due to failure on the part of the 
investing public to understand accounting phraseology. What is 
clear to the technician may not be clear to the layman. Yet this 
is true in any profession. No one expects a doctor, a lawyer or an 
engineer to have a vocabulary entirely free from necessary tech- 
nical terms or to be capable of explaining extremely complicated 
principles to the man in the street. An attempt at extreme sim- 
plicity of expression may be either impossible or misleading, and 
the accounting complexity of a modern business is at least as 
great as the complexiry of our social laws, or of electrical and 
mechanical devices. It may be that the real answer to this prob- 
lem is not one of “‘writing down”’ to the understanding of the 
general public, but, instead, a necessity on the part of the public 
to acquire some understanding of the principles which must be ap- 
plied in safeguarding its wealth and interests. 

A second rather general criticism is that many of the values 
and amounts shown by financial statements lack exactness. 
This also is due to the fact that the public generally is ignorant of 
the principles and factors involved. The man in the street can not 
see why an item of $2,000,000 of plant assets in a balance-sheet is 
not an absolute statement of value, true today, tomorrow and 
next year. To him accounting, if it means anything definite, 
means only a mathematical computation which is either right or 
wrong. If he buysa $1,000 mortgage bond which, according to the 
balance-sheet, is backed by $3,000 of plant assets, he blames the 
accountant if, some years later, he realizes only $300 in liquidation. 
He believes the original statement of asset values must have been 
in error. He can not credit the fact that there are different bases 
for valuation in a going business and in a liquidated business 
or in the same going business under different economic cycles. 

The correction of the misunderstanding which underlies this 
criticism must be founded upon a program for education of the 
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layman. He must learn that the accountant is not an appraiser, 
but that his duty is to report the basis of stating the value of 
assets in the balance-sheet. He must understand that a balance- 
sheet is not a statement of liquidating values, that many factors 
must be given weight in the valuation of securities, and that book 
value is of little significance unless considered in conjunction with 
the income account. He must realize that the determination of 
the values at which assets of a corporation are stated in its ac- 
counts is a function of the board of directors. It is the function 
of the accountant to describe the basis of stating such values. 
There have occurred errors due to faulty judgment or due to a lack 
of knowledge of all essential facts or perhaps to undue optimism. 
There are even errors due to an excess of conservatism. Yet 
corporate management is no more superhuman than the rest of 
the human race. During the period of expansion it was almost 
impossible to resist the idea that there had been definite eco- 
nomic changes which warranted a changed estimate of property 
values. The business world commonly felt that the values of 
both tangibles and intangibles might in large part be based upon 
earnings and upon the high price levels in existence at the time. 
This view naturally resulted in many an overstatement of 
values—as such values are now determined in the light of reduced 
earnings and deflated prices. Perhaps in the current period man- 
agement may be subject to the error of undue pessimism and may 
determine values at so low a level as to damage the equities of 
security holders by understatement. The accountant should 
be particularly concerned with write-downs which result in an 
obvious understatement of values. Such a practice is fully as ob- 
jectionable as the practice of the writing up of values which pre- 
vailed in the years prior to 1933. 'ts immediate effect is an 
overstatement of future earnings, and dividends paid out of such 
earnings may in part represent a return of capital rather than a 
return on capital. 

A third criticism is that financial statements are misleading be- 
cause they fail to reveal clearly facts of which the accountant is 
fully aware. This criticism has frequently been directed at the 
accountant’s statement of qualifications and disclosures. Broadly 
speaking, a qualification constitutes a statement of the account- 
ant’s reservation short of his full endorsement of a financial 
statement; a disclosure is the presentation of a material fact on a 
financial statement. Qualifications are objectionable; they tend 
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to obscure the clear-cut presentation of facts and to destroy confi- 
dence in the statements to which they are attached. Unfortu- 
nately, it is impossible in many instances for the accountant to 
state the actual monetary effect on the financial statement of a 
qualification or to state all material facts in terms of figures. 
Where the basic causes for the need of a qualification or of an in- 
volved explanation of facts can be removed by appropriate action 
of the board of directors such action should be taken. The ac- 
countant is powerless to act on his own initiative. He can not 
make adjustments of the accounts except by authority of his 
client. He can not and should not attempt to dictate the policies 
of a corporation, but he may and should use all means in his power 
to induce his client to adopt policies and to make those adjust- 
ments which will permit the presentation of the published ac- 
counts without material reservation. There is today a noticeable 
willingness on the part of corporation management to make 
adjustments which will lead to the elimination of qualifica- 
tions from the financial statements, a trend that is greatly in the 
interest of the investing public. 

The need for more informative financial statements can not be 
met by the addition of undigested and non-essential details. In- 
telligent presentation of financial statements requires a nice 
balance between clarity and detail. A balance-sheet consisting of 
naked figures is not informative, nor is a balance-sheet burdened 
with pages of footnotes informative. 

The latter type of statement has been one of the unfortunate 
results of an excess of caution on the part of those who are subject 
to the statutory liability imposed by the securities act of 1933. 
It has become common practice to view the financial state- 
ments as a vehicle for protection against such liabilities. This 
is not constructive. Fundamentally the financial statements 
are a vehicle for conveying information. If they are truly 
informative and if they are predicated upon a reasonable exami- 
nation in conformity with duty and custom, the question of statu- 
tory liability will be answered automatically. When confronted 
with the necessity for a decision on a difficult question of policy 
re ,rect to financial statements the accountant should search his 
cu ....ence rather than the statutes. 

While accountants must strive toward more informative reports 
and statements, within the scope of their own work, and must in 
every possible way seek to further the knowledge of the general 
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public in regard to the meaning of financial statements, a sig- 
nificant portion of the responsibility also falls upon the shoulders 
of management. The education of the public may be made easier 
as progress is made along the line of simplification of statements 
and reports. The statements will be complicated if the corpora- 
tion facts and conditions are complicated, and they in turn are 
shaped by the acts, policies and decisions of management. 

The audited financial statements of corporations are not in- 
herently complicated. They sometimes become complicated 
because they must reflect the completed or uncompleted results 
of transactions which are so intricate that no simple explanation 
is possible or because of the necessity of explaining a company’s 
departure from recognized accounting practices. Neither of these 
causes is within the control of the public accountant. He may 
and should counsel his client as to the advantages of simplicity 
and as to the wisdom of adhering to recognized accounting prac- 
tices, but the responsibility for taking definite corrective measures 
rests with the management, including the board of directors. 

,It has been my observation that during recent years there 
has been a sincere and effective effort on the part of many boards 
of directors to bring the accounting policies of their corporations 
into line with recognized accounting principles and to improve 
the standard of corporate accounting. 

There is also a distinct trend toward simplification of corporate 
structures and intercorporate relations, but the efforts of manage- 
ment in this direction, particularly as to those corporations whose 
business is national in scope, are handicapped by the conflicting 
laws of the several states—laws which are to a large extent 
responsible for the holding-company system. 

The financial statements of a corporation are seldom really 
informative to the reader who does not possess a knowledge of the 
accounting policies governing their preparation. This is particu- 
larly true in comparing the statements of two or more companies 
in the same industry. In my opinion, the lack of information as 
to such policies is one of the real deficiencies in corporate account- 
ing. A statement of the major accounting policies of a corpora- 
tion has an importance equal to that of the financial statements 
themselves, since neither is complete without the other. A cor- 
poration’s published financial statements should be accompanied 
by a concise statement of its major accounting policies, such as 
those relating to the annual provisions for depreciation and deple- 
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tion, valuation of inventories and plant properties, amortization 
of discount and consolidation of subsidiaries. 

Since it is the duty of the directors of a corporation to pass upon 
the major policies governing its administration, the major account- 
ing policies should receive the same scrutiny that is given to 
matters which are directly concerned with the administration of 
production and distribution. The accounting policies are im- 
portant because of their bearing on the preparation and presenta- 
tion of the company’s financial statements. These statements 
form one of the means by which management may control the 
details of operations. They serve as a guide to aid the direc- 
tors in determining the results of management policies and, in 
their published form, are almost the only source of information 
available to the investing public by which they may judge for 
themselves the success of the enterprise. Every board of direc- 
tors should insist that its members be furnished periodically with 
a statement of the company’s accounting policies and should in- 
sist that all major accounting policies be submitted to them for 
formal approval. 

It may be said that accounting policies may, to some extent, 
be shaped by the broad economic beliefs of the management 
and the board of directors. It will probably come to be increas- 
ingly necessary that corporate managements adopt a long-range 
viewpoint, that their plans be laid in advance to enable them to 
attain certain definite objectives. Managements that rely upon 
and follow principles which look only to what is immediately ex- 
pedient without regard to any long-range objectives can not hope 
to achieve a lasting success. At the present time it is possible to 
hold three distinct general opinions: first, that the country will 
shortly see a secondary reaction, during which the levels of com- 
modity prices and industrial activity will fall far below current 
levels; second, that the present level may be relatively perma- 
nent, representing a reasonable and normal recovery from the 
extreme depth of the depression; third, that the present level 
is far below the normal, and that there are periods of prosperity 
ahead equal to or more pronounced than those which prevailed 
in the past. Obviously, no man, be he an economist or a financier, 
can look ahead and foretell with certainty which of these theories 
is the correct one, but it is equally obvious that the general and 
accounting policies of the management of an enterprise will be 
vitally affected by the school of thought to which it belongs. 
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In considering the problems of providing more informative 
financial statements and of simplifying those statements, it is 
well to remember the fundamental limitations in the scope of an 
accountant’s work. An accountant is just what the name im- 
plies—one who is skilled in the construction, presentation, exami- 
nation and interpretation of accounts. It is his function to 
determine facts; to determine whether or not the accounts have 
been kept in accordance with recognized principles and whether 
or not those principles have been applied on a consistent basis; 
to verify the propriety of the distribution of items as between 
capital and income; and to satisfy himself that the financial state- 
ments provide an adequate disclosure of material facts pertinent 
thereto. 

The accountant is not an appraiser nor is he an engineer. He 
is not qualified to determine plant values, adequacy of deprecia- 
tion, investment values, condition or value of merchandise or 
similar matters. As to such matters he must confine himself to 
the determination of those facts which are within the scope of his 
recognized qualifications and to render his opinion within those 
limits. Thus the limitation of the accountant’s responsibility as 
to the verification of the inventory is in good practice set forth 
in a parenthetical phrase such as ‘‘(Quantities and condition de- 
termined by the company—priced at the lower of cost or market).”’ 
This means that the accountant has not verified and does not 
take responsibility for the determination of either the inventory 
quantities or condition but that he has satisfied himself as to the 
clerical accuracy and the basis of pricing. The accountant ordi- 
narily should not take responsibility for the determination of 
quantities, because in many industries this would require special- 
ized knowledge outside the field of accounting, and in most cases 
the expense of an independent verification is prohibitive. The 
accountant can not determine the condition of the inventory, be- 
cause he does not have the special knowledge which would qual- 
ify him to undertake such work. 

Again, the accountant is not a lawyer and is not qualified to 
interpret the legal effect of charter provisions, contracts, titles to 
property and other legal agreements. He should, however, have 
a sufficient knowledge of law to recognize legal problems which 
have a bearing on the accounts. 

Finally, a public accountant is not a forecaster. It is not 
within his proper functions to predict the future results from oper- 
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ations of a business nor to forecast the condition of a company’s 
affairs at a future date. His opinions should be, and are com- 
monly understood to be, based on his knowledge of facts and con- 
ditions existing at the time when his work is performed. This 
limitation should always be carefully observed in the preparation 
of pro-forma statements used with public financing. Pro-forma 
balance-sheets giving effect to the application of proceeds from the 
sale of securities are on the border line between fact and fancy 
and should be avoided, except in those cases where the exact 
effect of the financing can be determined in advance. The 
same principle applies to the preparation of pro-forma income 
accounts. The once widespread practice of eliminating so-called 
non-recurring charges falls within the field of forecasting and is, 
therefore, objectionable. 

A considerable part of the public criticism against statements 
which prove uninformative because they are so complicated has 
arisen in relation to the reports on the affairs of holding com- 
panies and their subsidiaries. Accountants have long recognized 
the limitations of consolidated statements but have been inclined 
to emphasize their importance without reference to their 
deficiencies. There are certain points of limitation, however, 
which if not recognized by accountants will serve to mislead the 
public. Thus, from a purely mathematical or technical view- 
point it is possible to add two and two and get four. But the sum 
of two apples and two oranges is not a definite four. So in ac- 
counting it is possible to sum up various factors to result in a 
consolidated statement, which, however, is only a fiction. The 
consolidated statement may not have a practical or applicable 
meaning in that its component parts are subject to the statutory 
restrictions of different states or countries, its apparent earned 
surplus may not be available for dividends, its stated asset valua- 
tions may represent the application of several different policies, 
etc. 

In determining its policy as to the consolidation of accounts in 
the company’s annual report, the board of directors of a holding 
company or any corporation owning subsidiary companies should 
be guided by the sound principle that the financial statements 
should be presented in that form which will most clearly reflect 
the financial position of the companies and the results of their 
operations. If this principle be conscientiously applied, the con- 
solidated accounts will, in many instances, be accompanied by 
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separate statements of the accounts of the parent company. This 
policy is now followed by the more progressive holding companies 
and there are indications that the practice will become more gen- 
eral in the near future. 

Moreover, the current economic conditions have introduced 
other factors, such as the devaluation of various national cur- 
rencies, which may prevent any practical interpretation of the 
apparent results. A generation ago foreign exchange rates moved 
between the rather narrow limits of the gold poimts. Since the 
world war foreign trade has been faced with widely fluctuating 
rates of foreign exchange, a condition which has been greatly ag- 
gravated during recent years by the rise of nationalism accom- 
panied by changing standards of value, deflation of currencies 
(including our own), government control of foreign exchange and 
other artificial devices. Some countries have established restric- 
tions on the transfer of funds abroad which are so severe as to 
make the official exchange quotations meaningless. Under these 
conditions the consolidation of the accounts of domestic com- 
panies with the accounts of corporations kept in terms of foreign 
currencies does not appear clearly to reflect the facts. Certainly 
there is no sound basis for including in the consolidated income 
account of a corporation the earnings of foreign subsidiaries in 
countries such as Germany, whose strict regulation of the transfer 
of funds abroad is an effective bar to the conversion of those earn- 
ings into American dollars. 

The problems inherent in the preparation, presentation and in- 
terpretation of financial statements thus arise from multiple 
sources: first, the lack of accounting knowledge on the part of the 
public; second, the complications introduced by the nature of 
business and the attitudes and policies of management; third, 
the limitations imposed upon the accountancy profession, both as 
to the scope of its authority and its relationships with client 
and public; and fourth, the lack of precise and uniform principles 
within the profession. The accountant is an interpreter, but he 
must be also an educator. He discharges a vital business func- 
tion and at the same time is charged with ethical and moral re- 
sponsibilities of a high social order. He has the problem of his 
own education and adjustment during a period of rapidly changing 
world conditions—a period in which the decisions and principles 
of today may be proven faulty tomorrow, by a changed 
operating condition, a new legal requirement or a different eco- 
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nomic cycle. Because he is integral with industry and society, 
he must strive to preserve an intelligent balance between the 
necessary principles and technicalities of his profession and the 
practical aspects and necessities of industry. 

It is perhaps easier to make progress along the lines of correc- 
tion of professional technique than to discharge the more intangi- 
ble functions of industry advisor and educator, yet there are still 
many weaknesses within the working factors of the professional 
functions. 

It is not uncommon for accountants to be too technical—to 
accept figures as an end in themselves rather than as an interpre- 
tation of practical conditions. They are sometimes inclined to 
follow an orthodox form for setting up balance-sheets, in complete 
disregard of special conditions which may exist. This is particu- 
larly true in cases where the corporation is in the process of re- 
organization under section 77B of the national bankruptcy act. 
Another example of this failing sometimes occurs in preparation of 
earnings statements. It is obvious that in the ordinary course of 
business some items technically applicable to the operations of 
one year will be entered in the accounts during a later period. 
Overlapping items of this character which arise in the ordinary 
course of business should be absorbed in the income account of the 
period in which they are taken into the accounts and should not, 
except in extraordinary circumstances, be treated as adjustments 
of earned surplus. Obviously where overlapping charges or 
credits are substantial in amount they should be set forth as 
special items in the income account so that their effect on the 
operating results may be readily observed. The practice of mak- 
ing direct surplus adjustments for items of this character is in the 
nature of a bookkeeping approach that may easily lead to serious 
misrepresentation. In good practice the earned surplus account 
should be virtually closed except for dividends and the balance 
of the net profit-and-loss account for the year. 

It is equally important that the general and surplus reserves 
should not be used for the purpose of equalizing earnings of a 
corporation over a period of years. The practice of equalizing 
earnings is directly contrary to recognized accounting principles. 
The proper function of accounts is to record and report, as nearly 
as may be, the actual results of business transactions. If the 
nature of a business is such that its earnings fluctuate from year 
to year, it is nothing less than direct misrepresentation arbitrarily 
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to equalize them between years through the mediurn of what has 
been known as a reserve for “‘contingencies.’’ There is no reason 
why most reserves can not be specifically identified in the balance- 
sheet as liabilities, as reductions of assets or as permanent or tem- 
porary appropriations of surplus. The changes in these reserves 
are of considerable importance in the analysis and interpretation 
of corporate earnings and should be reported in the financial 
statements. 

On the other hand, it is sometimes possible for the accountant 
to deviate too far from technical conventions and thus to lose sight 
of fundamental principles because of the urgency of some particu- 
lar situation. Thus the accounting treatment of losses arising 
from a reduction of recorded values of assets of the corporation is 
too often decided upon the basis of expediency. As a matter of 
accounting principle such losses should be charged first against 
earned surplus, and only after earned surplus has been consumed 
should they be charged against capital surplus. Earned surplus 
should be the cumulative result of all income, losses and distribu- 
tions. 

Another current problem which is of technical interest occurs 
in the treatment of debt discount. Recent months have wit- 
nessed an increasing number of refunding operations through 
which corporations have taken advantage of the present low cost 
of money. It is characteristic of many of these operations that 
the new securities refund prior issues which in the ordinary 
course of business would not mature for a number of years, and 
in most cases there is a reduction in interest rates resulting in a 
substantial saving in annual interest charges. The problem 
arises as to the proper disposition of the unamortized discount 
and expense on the bonds retired and the premiums paid incident 
to their redemption. It is, of course, conservative practice to 
write off such discount on the premium against earned surplus at 
the date of refinancing. But there are many instances in which 
this procedure can not be justified from an economic or business 
point of view. 

Debt discount is properly chargeable against earnings of the 
debtor corporation over the period of years in which it has the use 
of money represented by the debt. To insist that all bond dis- 
count and premium applicable to refunded issues should be writ- 
ten off against earned surplus at the time of the refinancing would, 
in some instances, have the practical effect of preventing a re- 
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financing which, if carried out, would effect a real reduction in the 
cost of money to the corporation and would be highly desirable on 
other grounds. After all, these costs may properly be spread over 
the years for which it can definitely be ascertained that an actual 
saving has been effected in the cost of money. In these cases, 
therefore, the unamortized bond discount and expense applicable 
to the issue retired and the premium paid in connection with such 
retirement should be amortized over the period of years ending 
with the maturity of thé refunded bonds. The debt discount and 
expense applicable to the new issue should be amortized over the 
life thereof. This procedure would appear to be fundamentally 
sound as it limits the spread of the amortized discount and pre- 
mium applicable to the refunded issue to those years which, as 
can be definitely determined in advance, will receive the benefit of 
the lower cost of money as a result of the refinancing. 


We are living in an interesting period, enlivened by changes of 
far-reaching effect. Our own profession has shared generously in 
thisexperience. The past few years have probably brought about 
more changes in accounting practices in respect to published 
reports than were experienced during the preceding generation. 
Most of these changes have been beneficial and no well informed 
person would deny the need for them. 

However, accountants must be alert to preserve the gains which 
have been made. The time is not far distant, perhaps, when re- 
viving industry and optimism and increased profits may serve to 
abate the public outcry against uninformative reports which was 
so loud two or three years ago. While no one may question the 
effectiveness of most of the reform measures which have been 
adopted, there is always the tendency for a healthy body to discard 
the precautions which have served to create that new vitality. 

Permanent improvement in accounting practices and methods 
of corporate reporting can not be brought about by legislation 
or by government regulation. The regulations laid down by a 
governmental bureau serve a good purpose but can never suc- 
cessfully take the place of individual initiative, intelligence and 
courage. If any real progress is to be made toward continued 
improvement in corporation reporting, it must flow from the 
efforts of those charged with the direct responsibility of determin- 
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ing the policies of corporations. As professional accountants we 
can contribute to this progress by emphasizing the advantages of 
adhering to sound business principles, by seeking to establish more 
firmly the standards for accounting practice, and by having the 
moral courage to cling to those standards. 
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Industrial Management and Accounting * 
By WINTHROP L. CARTER 


The statement has been made so frequently of late that New 
England industry is permanently on the down grade that I wel- 
come this opportunity of speaking to you on this subject. The 
unfortunate position of the textile industry in New England is 
probably largely responsible for this opinion. This situation has 
received widespread publicity. This has led to the general im- 
pression that the textile industry is synonymous with all New 
England industry. This is not so. It is one of the most impor- 
tant industries, but, in relation to the whole, represents less than 
one-third of our entire industrial resources. 

From colonial times manufacturing has been the mainstay of 
our people. In the last government figures for the year 1933 the 
total value of industrial products for New England was three 
billion, seventy-three million dollars, the total number of workers 
employed approximately eight hundred thousand, and total in- 
dustrial wages paid six hundred and eighty-five million dollars. 
This three billion dollar industrial income compares with a total 
of five hundred million dollars in the recreation industry and with 
two hundred and twenty-five million dollars derived from agri- 
culture. Mining and quarrying and fisheries account for annual 
incomes of twenty-five million and fifteen million dollars respec- 
tively. Thus it is seen that industry is and continues to be the 
mainstay of New England’s standard of living and the social 
values which rest upon it. 

That our industry is definitely on the decline does not seem 
to be borne out by recent figures on the depression. These fig- 
ures show that there have been less declines in values of manufac- 
tured products, less reduction in payrolls and fewer unemployed 
than in any other large, important geographical division of the 
country. Furthermore, there is a peculiar strength in the New 
England industrial situation, due to its diversity of product, the 
great number of its small and comparatively isolated plants and 
the stability and intelligence of its labor. Therefore, I am by no 
means pessimistic of the industrial future of this section of the 
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country. Ido recognize, though, very clearly certain fundamen- 
tal things which must be done if we are to maintain our important 
industrial position, which has been the foundation of our pros- 
perity in the past. 

Our first job is to blow to smithereens the persistent, pessimistic 
utterances by broadcasting the facts. A very necessary part of 
this work is to make our many industrial communities conscious 
of the vital importance to them of the manufacturing establish- 
ments located in their areas. I suppose the most talked-of ac- 
tivity of every chamber of commerce is the search for new in- 
dustry. There is always an active committee in every chamber 
for this purpose. If their efforts meet with any success, it is 
immediately headlined in the local newspapers. Yet, until the 
depression began to curtail and close down those industries these 
communities already had, they gave little or no attention to what 
the community could do to help the growth and development of 
their existing enterprises. 

There are many specific things which can be done by a com- 
munity to assist its industry. Remarkable tax savings have been 
achieved in centers where tax associations have been organized. 
Public recreational developments have contributed to the health 
and contentment of employees, resulting in more stable labor 
conditions. Good schools, zoning plans, adequate retail stores— 
in fact, anything which makes a city, town or village an attractive 
place in which to live, all indirectly contribute to the welfare of 
the industry there. Too often these objectives have been sought 
at the expense of the industry by high assessment and rigid and 
restrictive local ordinances. Iam not referring here to state laws 
and regulations, but only to local conditions, for if real sentiment 
favorable to industry is developed locally the combined sentiment 
as expressed in our state legislatures will quickly follow the lead. 

In one of our New England states there has been a definite 
downward trend for the past fifteen years, so that the value of 
products, the number employed and amount of payrolls represent 
today less than one-third of the total of a decade and a half ago. 
This situation developed unconsciously and insidiously, through a 
complete indifference on the part of the general public. Social 
legislation seemed to concern only employers and employees; 
it was not until factories closed and moved to other sections of 
the country or even to adjoining New England states that people 
in the professions, retail storekeepers, farmers and all the many 


346 











Industrial Management and Accounting 








elements of the population directly dependent on industry awoke 
to the fact that these social laws were of just as much importance 
to them as to the industries they purposed to regulate. But it was 
too late then to change the trend which had become so definitely 
established. 

New England as a whole has not suffered to the same extent. 
It is not too late for our people to arrest this trend so far as the 
industries of this entire section are concerned. Once the value of 
industry to all our people is clearly understood, the resulting spirit 
of coéperation will be of tremendous importance in favoring the 
development of this important factor in our economic life. 

Now let me discuss what industry itself must do. Its greatest 
need, I believe, is to improve the quality of its management. 
There are no figures showing a mathematical relation of the ability 
of New England management as compared with that of other 
sections of the country, but thatis unimportant. There are plenty 
of data indicating New England’s backwardness in this important 
function. Too many of our formerly successful enterprises were 
family affairs. More attention was given to perpetuating the 
family fortune than to the vitality of the business. Boston is 
unique as a trustee city. One has only to read the directory of 
directors to see how much more attention is or, rather, was given 
to the division and distribution of the profits of these companies 
than to the production of those profits. For one man on the 
board trained and qualified to operate the company there were 
three or four with financial or fiduciary qualifications. The 
depression has wreaked fearful havoc with this method of man- 
agement. 

It was amazing to note in the applications received by the in- 
dustrial advisory committee at the federal reserve bank how many 
cases there were of companies which had consistently made satis- 
factory profits for years back, but had apparently no realization 
that they were in a depression until the depression was several 
yearsold. They continued to pay the same salaries and dividends 
in the face of rapidly diminishing earnings. It was not until the 
second or third year, when their cash was depleted, that they took 
drastic steps towards retrenchment—too late to maintain ade- 
quate working capital. 

I could give many illustrations indicating the reluctance of 
New England management to change established policies with the 
times. One might almost say they put more faith in a change in 
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the times to reéstablish the efficiency of their rigid policies. They 
were great supporters of the return-to-normalcy theory. Un- 
fortunately, there has been no such change and the depression 
took its inevitable toll. 

Now, if we wish to continue in business a change in our man- 
agement policies is necessary. We must change them funda- 
mentally in two respects—labor relations and planning. Labor 
relations must be considered as a major function of our business. 
For years we have accepted as essential such functions as produc- 
tion management, sales management, credit departments, main- 
tenance and repairs, finance, etc., but except in a comparatively 
few large companies the important human problem of labor re- 
lations has been entirely neglected. Doubtless this is because 
it is more abstract than any of those functions named above. 
But, the increasing numbers of social laws, both state and 
national, emphasize the importance of the labor aspect of manage- 
ment over the next ten years. The social security act, for in- 
stance, makes provision for unemployment and pensions. It 
places an enormous cost, payable in cash, on industry. This very 
cost puts a hitherto unknown premium on labor efficiency and 
production. Its effect will be to cut existing employment to the 
absolute minimum in every well managed industry. When the 
law requires you to pay a tax based on your total payroll, you will 
naturally try to keep that payroll at the lowest possible figure. 
It becomes of prime importance that your labor be selected with 
particular fitness for each respective job; that working conditions 
be of the best, encouraging a man to his ablest performance; that 
every cause of discontent, often developing because of indifference 
or ignorance on the part of management, be removed. Your 
workmen must be contented mentally as well as physically. 
It is a highly technical problem, involving health, psychology, 
justice and leadership. It can no longer be left to look out for 
itself. 

The number of men qualified to head such departments and 
give management the facts needed is at the moment small. 
Men must be trained quickly and intelligently for this important 
task. 

Management has for some time planned production schedules 
and certain other definite tasks. It has failed, however, to plan 
in any detail the major policies of its business. Sound planning 
is a combination of research and forecasting. Accountants can 
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be of great assistance in educating management to the value of 
planning. Accounting has too long been used merely as an 
historical record, instead of a means to penetrate and expiore 
the unknown future. 

When I was a boy we took long drives with horses through the 
White Mountains. We had a measurement device on the axle 
of our wagon which gave us the mileage we traveled. It was 
called an odometer. It gave us merely historical readings. 
Today every automobile is equipped with a speedometer, which 
accumulates the historical reading but at the same time gives 
a rate per hour, so one knows at any moment the accomplishment 
of his forward movement, by means of which he can accurately 
calculate when he will achieve his objective. The importance 
of this rating to a driver of a car on any long trip is clearly estab- 
lished from the habit of paying far more attention to miles per 
hour than to total mileage achieved. 

Now, the great majority of our New England concerns are still 
using accounting in the odometer sense. It furnishes them an 
annual balance-sheet, performs the ordinary bookkeeping func- 
tions and produces various income-tax figures, if they are lucky 
enough to have one to pay. In a somewhat larger number of 
concerns it may also produce the cost of the product. But, taken 
as a whole, all the records produced are historical. 

What has happened is over; but the future is always an un- 
played game. Once management has become accustomed to 
using accounting as a calculation of the future, the figures of the 
past become routine and of little interest to the executives. 

Successful planning is essentially dependent on factual data. 
The field in which such data can be obtained is much broader 
than most of our New England management realizes. 

It is not my intention to make an efficiency speech. In the 
first place, I am not an efficiency expert, if there is such an animal 
and, secondly, I am concerned with broad management principles 
and not detailed systems. 

Two things have stood out in the depression: first, the com- 
panies with the most flexible management policies have weathered 
the storm best, and, secondly, companies whose management 
correctly forecast the effect of various of the ‘“‘new deal’’ laws on 
their particular business actually made a profit out of the new 
conditions, whereas some of their competitors, who simply met the 
situation as best they could after the event, made substantial losses. 
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Never was the need of charting our future course more essential 
than now. No man can predict with any certainty what the 
economic effect on industry of many of these new laws will be. 
There is one fact which is incontrovertible. It has cost a huge 
sum of money, and that sum must eventually be repaid by taxa- 
tion. This load must be carried in large part by industry. 
So, in our plans for the future, we are confronted with the fact 
that for years to come our tax burden will be our greatest handi- 
cap to profits. We can not dismiss this problem by simply pass- 
ing on the increased cost to the consumer. In the recent years 
which have passed, we have learned how quickly the consumer 
mobilizes and refuses to buy when the price is too high. Industry, 
therefore, is faced with the necessity of absorbing a good part of this 
tax expense. And the crucial problem is: How can it be done? 

As an illustration only and without any expectation of 
covering the whole field of manufacturing expenses, I want to 
bring to attention the office functions. I have selected this par- 
ticular field, as I believe it is‘the one in which accountants can 
give the greatest assistance. 

Office methods in general are far behind production methods in 
efficiency. Office management is not as progressive, not as willing 
to accept new thoughts and ideas. It is my belief that this atti- 
tude prevents many accountants from applying to their work the 
vision it requires. Again, it is a case of too much history and 
too little forecast. 

Bonus payment methods have only scratched the surface in 
office work. One hears such general objections to incentive wage 
systems as: 

1. They make rushed work and therefore inaccurate work. 
This is not true. Steady workers are faster than quick moving, 
spotty workers. 

2. They require exceptional types of workers. This also is not 
borne out by the facts. A study made by various office managers 
shows that 95 per cent. of the average office employees can 
produce satisfactorily on bonus. 

3. Such systems produce a harmful pressure on the employee. 
Not if the plan is intelligently developed. It should even de- 
crease pressure by removing the wasteful expenditure of energy. 
Routine functions become interesting because measured. The 
employee feels a new responsibility in being on his own. He 
starts work more promptly, reduces voluntarily non-productive 
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work to a minimum. Rest periods are compulsory, but length 
of period is at option of the employee. 

4. Such sy..cms can not be applied because office work requires 
thought which can not be measured. In illustrations I will give 
later, I prove beyond doubt that this is a fallacy. 

So much for methods. Let us consider for a moment office 
equipment. Hereagain the office suffers in comparison with the fac- 
tory. We must have thelatest type machines in our factory to pro- 
duce goods, but the same old types are good enough for the office. 

1. Modern desks are very inefficient, as no person can work at 
one without an undue amount of stretching. Circular desks will 
some day replace the present type. 

2. Until recently, to set tabulator stops on a typewriter it was 
necessary to reach over the top of the machine and set the stop 
in the back. The newer machines now have a key which when 
depressed sets the stop. This is much easier, quicker and there- 
fore more efficient. 

3. One of the most serious inefficiencies in practically every 
office is the transporting of papers. And how many thousand 
pieces of paper are handled in every office! If office work were 
regarded on a production basis, clerks and messengers employed 
for this purpose would long ago have been replaced by a conveyer 
system. Yet one of the large conveyer manufacturers told me 
the other day he did not know of a single office that had a com- 
plete mechanical system. The lost time in this antiquated 
method alone is from 50 to 70 per cent. of the total time of the 
clerks involved. 

4. Costs—In the manufacturing departments costs are funda- 
mental, but how many offices have any conception whatever of 
their production costs? What does it cost to write a letter, to 
enter an order, to send out an invoice? Surely the same principles 
for controlling expense apply to office work just as effectively as to 
manufacturing. The office has been taken for granted as a neces- 
sary evil. Instead it should be regarded exactly as a mill depart- 
ment—with the spotlight of cost examination turned on every 
department and detail. 

I have another reason for examining office work as a typical 
illustration of what I think is wrong with management. I believe 
the type of mind that allows these conditions tq continue can not 
do the kind of thinking business must have to meet the difficult 
conditions of the future. 
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I have stated principles which I know from experience to be 
facts. I don’t wish to weary you with illustrations, but you might 
be interested in the results obtained in two or three office depart- 
ments of our own company. 

Stenographic department.—I purposely select this department 
because the routine, prosaic nature of the work will show best, 
perhaps, the possibility of instilling interest appeal—an impor- 
tant element in any wage incentive plan. The investigation 
began with a time-study survey, differing from the usual time- 
study, in that particular attention was given to the character 
of the task performed; that is, whether it was monotonous or if it 
had details of variety which provided interest and what methods 
the employee adopted either consciously or unconsciously to 
provide variety. Stop-watch readings were taken to determine 
standards. Such a survey takes considerable time. It must be 
spread over several weeks, to be sure the records are a true pictur2 
of normal operations and not an unconscious response to engineer- 
ing observations. 

Stabilizing output.—Among the interesting facts discovered 
was that a very uneven output existed, due to an over-extension 
of energies at certain times, followed by reactions distinctly 
below normal. All our dictating is done to machines. It was 
evident that the quality of the cylinders not only had a direct 
effect on the typist’s output of any particular cylinder but also 
qualified what might be termed her potential performance. A 
poorly dictated cylinder produced a quite evident fatigue, which 
carried over to the next cylinder, thereby affecting the typist’s 
production in spite of the dictation quality of the succeeding roll. 
Some girls made no physical effort to meet this situation, while 
others unconsciously selected these periods to leave their machines 
and recuperate. 

Several remedies were applied. The dictation itself was stud- 
ied. The dictators, some of whom were directors of the company, 
were rated on a quality basis by the stenographers themselves. 
The publication of this rating provided a stimulus for the dic- 
tators to improve their quality. 

There was quite a difference in the technical qualifications of 
the typists themselves. It was found that some of the fastest 
typists under the old system completely fell down on a measured 
production basis, due to nervousness and emotional excitement. 
Each case of this character was studied individually. A repro- 
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ducing machine was equipped with a second listening appliance, 
sO an investigator could listen to the actual performance of the 
work by the typist. 

Throughout the development of the reorganization, the girls 
were kept fully informed as to the purpose of every study. Their 
interest in it was as keen as that of the management itself. This 
was very important, as it provided the codéperation throughout 
which was essential to the success of the plan. 

Another change was made which further created interest on the 
part of the majority of the operators. Having formerly typed 
only the cylinders from one dictator, operators were unfamiliar 
with the language employed in other departments of the business, 
with the exception of two or three who could type with equal 
facility dictation from any department of the company. The 
entire group, therefore, was divided into three classes—those able 
to take dictation from any department were placed in class A; class 
B was established for any one who could take cylinders from any 
two departments; class C for those qualified for only one depart- 
ment. Different base rates were established, ‘‘A’’ being highest 
and ‘‘C”’ lowest. 

These rates had nothing to do with output, but were established 
solely on a qualification basis—that is, ability to take dictation 
from one or more departments. It was then provided that any 
girl below class A could promote herself automatically any time 
to the next higher class by passing a suitable examination. The 
greater flexibility of the department in having operators able to 
take dictation from any department more than offset the cost of 
the automatic advance in base rates. The net result is best shown 
by the final mathematical results: 

Output per operator before standardization—440 six-inch 
lines a day. 

Output per operator after reorganization—1,440 six-inch lines 
a day. 

Fatigue before standardization—an important factor, re- 
sulting in very uneven output. 

Fatigue after standardization—practically eliminated as a 
production factor. 

Hours of work before—very uneven, overtime a_ usual 
performance. 

Hours of work after—almost mathematically standard, an 
over-all time of 714 hours a day, actual operating time 634 
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hours a day, with two 15-minute rest periods—in the morn- 
ing and afternoon. 

Quality—vastly improved on the new basis. Typists’ in- 
come increased—25 per cent. Saving to the company— 
25 per cent. 

Stenography represents the nearest approach to factory pro- 
duction in an office, so, as a contrasting illustration, see how the 
same principles worked out in the filing department. We had 
about the same experience with our files as a prominent New York 
concern. During prohibition days a man rushed into the office all 
out of breath and said, ‘Quick, hide these two bottles of liquor 
somewhere. The police are after me.’’ The boss said, ‘‘ Throw 
them in the files. Nobody ever found anything after it once 
got in them.”’ 

Filing was studied. How much time did it require to file a 
pound of letters? How much time was devoted to getting previ- 
ous correspondence from the files? How seriously did the second 
task interfere with the first? These studies developed the facts 
on which a reorganization of the department was made. 

All correspondence and filable material was collected the last 
thing every night from each person’s desk. It was placed on a 
truck and weighed as it was sent to the filing room. This total 
weight was charged against the filing clerks. The department 
was then given an uninterrupted hour at the commencement of 
each day to ‘‘coarse file’ this material: i. e., divide it alphabet- 
ically into special containers provided for the purpose. At the 
expiration of this hour the department was opened to receive 
requests for previous correspondence. The interruptions of these 
requests reduced the production function of the department to a 
minimum, for the clerks already had all the filable material sorted 
out. Ifa request came for previous correspondence, they simply 
laid down the correspondence they had in their hands, which 
they were transferring from the coarse file to the permanent 
subdivision file, on the particular drawer on which they were 
working, took care of the request and resumed their filing 
operation. 

Time studies developed a rate of pay per pound of filing. We 
allowed the employees to keep their own records, which were 
checked in total against the number of pounds of material deliv- 
ered each day to the department. The discrepancies between 
these two figures have been trifling. 
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The method has worked out most satisfactorily, resulting in an 
increase in earnings to the filing clerks of 23% per cent. and a 
saving to the company of 22 per cent. 

I have attempted to show in the foregoing the large savings 
which can be made by putting office work on a production basis. 

There is another phase of the situation I will refer to briefly. 
Office work is regarded as service work. Time is a dominating 
factor. Production and shipments must not be delayed because 
office work lags behind. For this reason most offices are staffed 
to handle peak periods, which means that they are automatically 
over-staffed in valley periods. One of the most important func- 
tions of office management, therefore, is to level the peaks and 
fill the valleys. To accomplish this result, it is essential that ac- 
counting be used as an engineering medium. Not only must the 
proper entries be made on the books, but detailed knowledge must 
be available on how many entries are to be made and how long 
it takes to make each entry. It is then possible to set up a pro- 
duction quota per clerk, determining how many clerk-hours are 
required for the task. When these facts are known it is a com- 
paratively simple matter to reorganize the office on a basis of 
staple output. The fluctuation in load is eliminated. The pay 
roll is substantially reduced as there is no longer any need of staff- 
ing for peak periods. Service is improved, as it now rests squarely 
on exact measurements established with engineering precision. 

While this procedure sounds simple, it is difficult to accomplish, 
because so many established precedents have to be overthrown. 
Accountants can help greatly in the education of management by 
emphasizing far more vigorously the engineering possibilities of 
their profession. They are still tied to a whole lot of established 
customs simply because they are established and not because of 
their merit. 

I can recall my horror when our office manager said he wanted 
to discontinue sending out monthly statements. A study had 
shown that the majority of our customers paid and discounted 
their bills from the invoices, making no use whatever of the 
monthly statements. We sent a circular letter asking if the 
statements were of any value to them and had an overwhelming 
reply in the negative. To the comparatively small number who 
still made use of them, we continued to send the statements but 
discontinued all the rest. This netted a saving of several thou- 
sand dollars a year. 
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The first of the month is always a peak in an accounting de- 
partment. We decided to shift the taking of our trial balances 
to the middle of the month, which was normally a valley. This 
was strenuously opposed by our chief accountant, simply because 
it had always been done at the first of the month. The change 
was made, and now no one would think of going back to the 
old practice. 

If you could talk back to me at this point, I suppose some one 
would say, ‘‘ What has all this to do with New England industry?”’ 
‘*Probably most of the industrial concerns in this section have so 
small an office force that it would be a waste of time to devote study 
to them.”” To this I agree, but again remind you that I have 
discussed these things in detail to illustrate management princi- 
ples. I want our managers to turn their attention more to the 
future than the past; I want them to anticipate all the factors that 
will influence the prosperity of their enterprises; I want them then 
to analyze every one of these factors, whether it is in the field of 
community relations, labor relations or the detailed operations 
of their businesses; I want to impress on them the possibility of 
accumulating factual data on many problems they now believe to 
be abstract and impossible of calculation. 

Sound management is largely a matter of making correct de- 
cisions, but correct decisions can not be made without the facts. 
Accounting is the keystone of our industrial structure. Let us 
make use of it also as the compass by which we chart our course. 
Teach management to use it as an engineering force to reduce to 
finite units the confused factors of complex problems. Many 
problems melt away and disappear when subjected to such 
analysis. 

Then and then only will New England management throw off 
the fetters of the past, be alert, creative and forward looking. And 
with this change in attitude New England industry will forge 
ahead and again become the mainstay of our social and economic 


prosperity. 
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The Examination for Certified Public Accountant * 
By Roy B. KESTER 


The subject of this paper raises questions which probably can 
never be answered categorically. However, the present time is 
most appropriate for pointing out some of these questions and 
discussing some of their relationships to the topic before us. The 
paper will be justified if it does nothing more than stir up discus- 
sion of the points raised. 


PURPOSE OF THE EXAMINATION 


Before any discussion of the content and coverage of an exami- 
nation can be carried on, it is necessary to examine the conditions 
under which the examination must be given and the purpose which 
it is supposed to serve. 

My experience a good many years ago as a member of the 
Colorado state board of C. P. A. examiners showed quite clearly 
that any examination for certification by a state examining board 
may well have to be a different type of examination from that 
which is often set in schools and colleges, even though covering 
much the same subject matter. In educational institutions it is 
the usual practice to set an examination at the end of the course 
of study to test the student’s mastery of the subject. Such ex- 
aminations, however, are frequently not the sole test of mastery, 
due weight usually being given to the day-to-day performance of 
the student and to those contacts with him secured through pri- 
vate conferences from time to time, which oftentimes give a better 
basis for evaluating real worth and quality of mind and person 
than the more formal examination. It is generally agreed, I be- 
lieve, among educators that no single examination can be so de- 
signed as to offer a fair and accurate test of the student’s ability. 
However, in the case of examinations set by authorized state ex- 
amining bodies, whose only contact with the candidate is through 
the medium of the written examination, these two sources of 
information, helpful as a basis for evaluating the quality of the 
candidate and available in the case of students in educational in- 
stitutions, are not open to a state examining body. 





* An Address to members of state accountancy boards at the annual meeting of the American 
Institute of Accountants, Boston, Massachusetts, October 16, 1935. 
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However, the more important question raised above relative to 
determining the nature and scope of the examination for certified 
public accountant is that of the purpose of such examination. 
Most such examinations have in the past been set for the purpose 
of determining the fitness of the candidate to enter upon the prac- 
tice of public accountancy on his own account. The examination 
for certified public accountant does not differ in this respect from 
those set in other professions such as medicine, law, pharmacy, 
etc. In recent years some question has been raised as to whether 
this purpose is a proper one. It has been suggested that the ex- 
amination might be pointed towards the selection of men and 
women who may be looked upon as suitable for apprenticeships in 
accountancy offices, where through informal training and practice 
the candidate may ultimately be prepared to enter upon the prac- 
tice of his profession on his own account. If this should ever be 
the purpose of the state board’s examination, such examination 
can be looked upon only asa preliminary test. Accounting offices 
as organized today under varying conditions and types of practice, 
locality and personnel, can never guarantee the public and the pro- 
fession to turn out at the end of a period of apprenticeship a prod- 
uct measuring up even to a minimum standard of quality. Such 
practice would, therefore, involve a further testing after a suitable 
period of apprenticeship. Hence the same problems of examina- 
tion will arise whether the purpose of a particular examination is 
to test the quality of a candidate to enter upon a period of appren- 
ticeship or to enter upon the practice of a profession. A consid- 
eration of the nature of the examination may well be given in 
relation to these two concepts of its purpose. 


LICENCE TO ENTER THE PROFESSION 


Manifestly, if the examination is to serve mainly to determine 
those who after a period of apprenticeship will probably be fitted 
to become public accountants, practising under their own names, 
the testing of candidates will not have to be nearly so rigorous as 
if the purpose of the examination is to establish the fitness of a 
candidate to enter immediately upon the practice of public ac- 
countancy on hisown account. Certain general lines of examina- 
tion can be pointed out as indicative of the type of testing suitable 
for each of these two purposes. 

If, therefore, the purpose of the examination is to determine 
those who have the necessary education and training to qualify 
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them for the profession only after a suitable period of apprentice- 
ship, the following general types of examinations should receive 
consideration: 

1. There should be a test of the candidate’s general academic 
fitness. Here, too, it is a little difficult to be specific without 
raising some question as to the type of person who will probably 
make a successful practitioner. Our ideas with regard to the 
quality of professional training are constantly changing, and the 
requirements are today much more exacting than they were 
twenty-five years ago. 

The public today generally expects those in the professions to 
be people of culture. As a larger number of our young people 
entering business have, at least, been exposed to cultural training 
in our educational institutions, cultural requirements for the pro- 
fessions must be equally high. No attempt will be made in this 
paper to define the concept of culture, but, in the main, cultural 
training comprises a type of training that gives a person a basic- 
ally sound knowledge of the world in which he lives, the trends of 
present-day civilization, particularly as to public affairs, and also 
due poise in his contacts with his fellows and his ability to express 
his own ideas so that they may be readily understood. Such cul- 
tural background can not, under present-day opportunities of 
education, be secured ordinarily upon the completion of the usual 
high-school course of study. It is quite generally agreed by our 
sister professions that a period of collegiate training is necessary. 
At the present time a minimum period of approximately two years 
of educational study beyond the academic high school is required. 

2. The candidate should have a general knowledge of business 
and business practice. This should cover the broad types of 
business organization, such as single proprietorship, partnership, 
and corporation, the holding company, etc., and the ways in 
which such businesses are organized internally to carry on mer- 
cantile and manufacturing activities, service and agency work, 
banking and finance. There should be also a general knowledge 
of the interrelations and contacts between business and govern- 
ment, involving policies as to tariff, tax, quality of product and 
sanitation and rules of fair practice, etc. 

3. He should have, certainly, a general basic knowledge of 
bookkeeping and accounting. Without this he has no way of 
judging his own aptitudes and liking for the life work upon which 
he is planning to enter. 
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4. He need have no specific knowledge of the tools used in the 
practice of the profession. Methodology, the way in which 
things are done, the ‘‘how’”’ of the profession, would scarcely come 
within the scope of an examination limited to testing the entrance 
qualifications of candidates. 


THE EXAMINATION AS A LICENCE TO PRACTISE 


If, however, the passing of the examination is to give the candi- 
date a certificate to practise public accountancy in his own name, 
then certainly that examination must be of a much more rigor- 
ous quality than the one discussed above. It should be under- 
stood by the public, and I feel sure it is so understood, that the 
passing of any such examination constitutes a kind of guaranty 
of the quality of work which the candidate may be prepared 
to do. 

Manifestly, the young lawyer who has just passed his bar ex- 
amination and has a licence to practise law or the young physician 
who has passed the examination set by the state medical board 
is not qualified to render the high type of professional service 
which a practitioner of long standing and proven worth is equipped 
to offer to the public. Therefore, all that the passing of any such 
examination can guarantee to the public is that the successful 
candidates have certain minimum qualifications, set up by a body 
representative of the profession, relating to their understanding 
and mastery of their profession. These candidates are, therefore, 
entitled to hold themselves out to the public as ready to start 
their professional careers by endeavoring to sell such services as 
they are equipped to give to business men and others willing to 
employ them. 

In comparing the type of examination necessary for this pur- 
pose with the type discussed above, three additional requirements 
stand forth. The examination must test the candidate’s knowl- 
edge of general methodology, of the ethical standards of the pro- 
fession, including the personal liabilities to clients and others in 
the professional service which is rendered, and also some means 
must be provided to determine his moral fibre and personality. 
If a period of apprenticeship is not set as a prerequisite to entrance 
to an examination of this kind, it is desirable that a period of such 
training be an additional requirement. While apprenticeship is 
not required by all professions, some—notably the medical pro- 
fession—do have this requirement. 
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As between these two types of examination, the one to de- 
termine aptitudes to enter upon apprenticeship, the other to enter 
upon practice, it is my opinion that the present practice of exam- 
ining boards is the desirable one. Certainly if our professional 
scholastic courses have any justification whatsoever, they may be 
relied upon to test aptitudes. That leaves as the function of the 
state examining boards the testing of fitness to practise on one’s 
own account. 


SCOPE OF THE EXAMINATION 


It is apparent, therefore, that the scope or coverage of the ex- 
amination must always be related to the purpose it is expected to 
serve. It follows, also, as a matter of course that the scope of the 
examination is dependent on the scope of the profession. This 
can never be sharply defined but must represent a generally ac- 
cepted average. As mentioned above, the requirements for en- 
trance into a profession are subject to change over the years. A 
profession is not unlike any other human institution, in that its 
field of work and the services which it renders must be in accord- 
ance with the present-day demands in the communities served by 
the profession. Anyone who has watched the development of the 
accountancy profession during the past thirty or forty years knows 
that the requirements as to the type of service expected of public 
accountants and the type of personal qualifications are very much 
more exacting today than they were thirty or forty years ago. 
A licensing examination must, therefore, always take cognizance 
of the development of the profession. It should never become 
stereotyped. Justification may well be found for the occasional 
inclusion of questions to test the candidate’s knowledge of histori- 
cal developments and even of probable trends. 


SCOPE OF THE PROFESSION 


At any given time, then, it would seem to be necessary to survey 
the work of the profession before definitely determining the scope 
and nature of the examination. Even at the risk of triteness, it 
is desirable to review briefly the character of the work being 
done by professional public accountants today. The following 
list will cover, in the main, the various types of professional ac- 
counting work being done by public accountants today: 

1. The detailed audit. 

2. The so-called balance-sheet audit. 
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3. Cost accounting. 

4. System work. 

5. Work relative to various kinds of taxes. 

6. Special investigations comprising: (a) investigations for 
the purchase and sale of a business or a substantial interest in it, 
involving usually a consideration of the earning power of the 
business as well as its present balance-sheet status; (b) investiga- 
tions for bond and preferred stock issues; (c) investigations for 
problems of short term credit; (d) investigations for law suits, 
such, for example, as determination of the amount of injury 
caused by the infringement of patents, copyrights, etc. 

7. Consultation work, particularly business counselling, in- 
volving the giving of advice—and the making of investigations 
upon the basis of which such advice may be given—in the fields 
of business organization, both internal and external, finance, 
marketing, production or manufacture, labor problems and public 
relations. 

In addition to the above types of work, accountants are some- 
times called upon to do a good many specialized jobs of a some- 
what random nature. Because of new legislation, the accountant 
is being put in a position of greater responsibility to the public 
along certain lines than has ever been true in the past. This trend 
is one which will, in my opinion, increase in the future rather than 
diminish. I believe also that the public accountant will be called 
upon more and more to serve as a general business counsellor, a 
position in the past which has been occupied both by the banker 
and the lawyer. 


CONTENT OF THE EXAMINATION 


If, therefore, the purpose of the examination is to provide a 
licence for the practice of the profession, the content of the ex- 
amination should be such as will test the candidate’s knowledge of 
the whole field of accounting and his ability to practise in that field. 

The examination should provide a twofold test, covering in the 
first place, technical, professional requirements and, in the second 
place, the candidate’s basic knowledge of general business practice. 
It should therefore test: 

1. Particularly his knowledge of the principles of accounting, 
the basic science on which the profession rests. 

2. The methodology available and generally to be used in the 
practice of his work. 
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3. His facility in applying that methodology, that is, his facility 
in using the tools of his profession. 

4. Professional ethics in accordance with which practice should 
be carried on. 

5. His responsibilities to client and public as a professional man. 

The test to determine the candidate’s knowledge of general 
business practice and conditions should probably not be made a 
separate part of the examination, although at the present time 
some examining bodies do provide separate tests. Some of our 
state boards have been developing their examinations in this way. 
It seems, however, that, inasmuch as the public accountant may 
be called upon to give advice based on general principles of busi- 
ness and economics, a type of test which shows the application of 
business principles and krowledge to given conditions is a better 
type than one which simply tests the student’s ability to state the 
principles themselves. 

A test of this kind must be worked out carefully with the test 
covering the technical accounting subjects, so that the answers 
and solutions to these questions may indicate the candidate’s 
knowledge of the broad principles of business involved and their 
proper application. Some questions that have been given in the 
past are good examples of this type of question. Accounting 
questions and problems involving, for example, a knowledge of 
banking, corporate organization, finance, manufacture, etc., 
provide a good test of this kind. 


PREPARATION FOR THE EXAMINATION 


Two methods of preparation for the examination are available 
to the prospective candidate. On the one hand, he may enter 
the employ of a public accounting firm and serve an apprentice- 
ship with it which, together with a carefully worked out plan of 
self study and improvement, may give him adequate preparation 
for the examination. All young professions have to depend for 
the most part upon the apprenticeship method. The time is not 
so far distant when preparation for both the legal and medical 
professions was made by the apprenticeship method. Young men 
and women entered professional offices to read law and medicine 
for a period of years in preparation for the examinations entitling 
them to practise those professions. The second method is that of 
attendance upon a course of training in a professional school. As 
a profession develops and matures, the leaders of the profession 
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: 
have usually become interested in encouraging schools to provide 
a part or all of the training of prospective candidates. A brief 
statement of some of the considerations to be taken into account 
under these two methods seems appropriate. 


THE APPRENTICESHIP METHOD 


Until twenty-five or thirty years ago, the apprenticeship 
method was used almost exclusively by young men planning to 
enter the field of professional accountancy. Since then, schools in 
many sections of the country, encouraged in some instances and 
even sponsored by professional accounting bodies, have developed 
academic training for the purpose of preparation for professional 
accountancy. 

The apprenticeship method, it seems to me, if followed at the 
present time, certainly places a grave responsibility squarely on 
the shoulders of the profession. That responsibility comprises 
providing adequately trained new blood for the purpose of carry- 
ing on the profession. Not only must there be a willingness to 
take on young men who are not yet trained in the profession, but 
the firm itself must undertake a planned educational program, 
involving the provision of sufficient free time on the part of em- 
ployees, so that over the course of a given period of apprentice- 
ship the training may provide high grade staff men, capable of 
carrying on the type of work which the firm does. Such a pro- 
gram, of course, involves the supervision of the scholastic training 
and the periodic testing of its adequacy. 

A distinction should be drawn between this type of formal 
training in technical subject matter and methodology and that 
which every business and professional house must undertake to 
acquaint new employees with the routines and methods of work 
peculiar to particular jobs and positions. This latter type of 
training is a burden which, in my opinion, will always have to be 
borne by each individual business and professional firm. The 
schools can never justify training of this kind, nor probably could 
they adequately provide it, were it deemed justifiable. 


THE SCHOOL METHOD 


The second method of preparation for the examination is 
through the pursuit of a course of study in a suitable school. As 
yet, there have not been developed in this country separate 
schools for the study of professional accountancy. No doubt in 


364 











The Examination for Certified Public Accountant 








the near future separate schools of this kind will be developed so 
that the accountancy profession will be almost as well provided 
educationally as are the older professions of law and medicine. 

At the present time courses offered for the education of pro- 
fessional accountants comprise a department of schools of busi- 
ness. Careful distinction should be made between schools of 
collegiate or university rank and what, for lack of better term, 
may be called glorified business colleges, usually owned by a 
person or a group of persons and conducted for commercial profit. 
In our complex business life there is a place for schools of this 
latter type, but for true professional training the professions have 
always been instrumental in establishing and depending upon 
non-profit schools of full collegiate rank, usually existing as part 
of a university system. Schools, or rather courses of this type, 
have been developing for the past thirty or thirty-five years, and 
in some places have reached a stage of development where excel- 
lent professional training is being offered. As a general thing, 
however, the country over, scholastic training for professional 
accountancy is wofully inadequate. 

The following table, extracted from the report of the Institute’s 
committee on education, indicates rather clearly the present status 


of such education: 
Number of semester hours of accounting courses offered in 123 schools 


School Group limits in Number of schools Number of courses 
group semester hours in each group offered 
1 0-15.9 9 6 
2 16-20 .9 17 16 
3 21-25.9 11 16 
4 26-30 .9 25 23 
5 31-35 .9 18 28 
6 36-40 .9 11 25 
7 41-45.9 12 23 
8 46-50 .9 5 21 
9 51-55.9 6 30 
10 56 and over 9 40 


From this table it is apparent that very few schools are offering 
as much as two years of scholastic training in professional ac- 
countancy. Any school of collegiate rank must, of course, rest 
upon the completion of a four years’ course of study in high or 
preparatory school. Such a standard constitutes the minimum 
for entrance to any reputable college. Practically all professional 
schools at the present time require, in addition to the four-year 
high-school course, one, two, three or even four years of study in a 
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college of liberal arts or science. In the state of New York, ad- 
mission to the professional study of veterinary medicine even re- 
quires at least one year of study in a registered college of liberal 
arts and science. Schools of medicine and law require the satisfac- 
tory completion of two years of such study with a prescription 
of specific courses to be pursued during those years. 

For the accountancy profession in its present state of develop- 
ment, it seems to me that a two-year period of study in a college 
of liberal arts and science should represent the minimum cultural 
training required for all professional men, particularly for those 
whose professional work deals so largely with matters of public 
interest and moment. It is suggested, therefore, that as profes- 
sional schools of accountancy are developed, they should rest upon 
the minimum prerequisite of two years of study in a college of 
liberal arts and science. 

The professional school course should doubtless comprise a 
period of specialized technical training relating to basic business 
subjects and professional accountancy extending over a period of 
at least three years. Such a program of study would place the 
training of professional accountancy on a par with that of law. 
Any such school should, of course, have adequate facilities of all 
sorts. There should be a staff of trained teachers, most of whom 
should be experienced practitioners. I am not quite so insistent 
that they carry the C. P. A. designation—though that is desirable 
—as I am that they should be scholars and men of affairs. There 
will doubtless be room also for a few research students who will 
not so much need experience in the practice of accountancy. 
Libraries and laboratories, adequate for the practical training of 
students in the fields of accounting and auditing, are an absolute 
necessity. It goes almost without saying that all of these schools 
should have and should maintain close contacts with the leaders 
of the profession, and that the profession, in turn, should give its 
support to high grade schools of this type. It might well become 
a proper function of a professional society, such as the American 
Institute of Accountants, to place its seal of approval upon schools 
meeting certain standards—a practice which is followed by pro- 
fessional societies of some sister professions. 


THE COURSE OF PROFESSIONAL STUDY 


The course of study should provide adequate training, so far 
as it is possible within a scholastic institution, to give the student 
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the necessary knowledge of business and legal practice, to acquaint 
him with the field of professional accountancy, and to give him 
the proper appreciation of professional ethics and responsibilities. 

In order that he may have a sufficient knowledge of business 
practice he should take courses in the fundamental departments 
of business endeavor, namely, business organization and manage- 
ment, banking and corporation finance, marketing and probably 
also personnel management. Room should be found here also 
for a fundamental course in statistical methods and interpretation. 
He should take sufficient work in business or commercial law to 
acquaint him with the underlying principles of law in accordance 
with which business must be carried on. All of the rest of the 
work of the three years of proposed study may well be spent on 
technical accounting courses. Principles of accounting should, 
of course, be pursued, supported and vitalized by ample practice 
in the form of laboratory problem work. Auditing principles and 
practice should receive adequate treatment. Accounting sys- 
tems, accounting reports, the interpretation and analysis of finan- 
cial reports, installation and operation of budgets, income taxa- 
tion, accounting machines and the organization and operation of 
a public accountant’s office would comprise important courses in 
the curriculum. 

In a three-year course of approximately 90 semester hours or 
credits, about 20 to 24 of these credits would thus be used for the 
purpose of providing the necessary background for business and 
legal practice. The remainder of the work, say 70 credit points, 
would be given over entirely to the study of the various phases 
and subject matter of technical accountancy. It is needless to 
say that throughout the course of study, adequate problem prac- 
tice work, drawn from actual case material wherever possible, 
must accompany the work of instruction. The school which is 
not supplied with material of this kind is in no position to offer 
the type of training which the profession demands today. 


ENTRANCE TO THE EXAMINATION 


If this summary of the field of accountancy as it is practised 
today is fairly in accordance with the facts, there are in the main 
three types of training that should be required of every man 
before he is permitted to enter upon the professional examination. 
In the first place he should have had a sufficient training in the 
so-called cultural subjects so that he will have an appreciation 
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of the civilization of which he is a part. In other words, he 
should be thoroughly prepared to take his place and uphold his 
obligations as a worthy citizen of his community. In the second 
place, he should have a basically sound knowledge of business and 
legal practice on which the practice of accountancy is so depend- 
ent. In the third place he should have a knowledge of the field 
of accountancy itself, its tools, methodology and ethics. If so 
equipped in schools providing high grade training, he should 
make a good showing at any examination set to test his ability and 
readiness to enter upon professional practice and should also 
make a worthy addition to the profession itself. The one quali- 
fication which must be made to the above statements is that the 
candidate must be a man of probity, honor and proper personal- 
ity. 

It would seem reasonable to assume that his two-year course of 
study in a college preliminary to his entrance upon technical 
professional training may be entrusted with the task of providing 
him with the cultural background of which I have spoken and 
that, therefore, no testing need be made of this qualification at the 
time of his application to be admitted to the profession. 

The C. P. A. examination itself would thus be limited to testing 
the applicant’s knowledge of the other two fields. In a previous 
section of this paper, the opinion was expressed that distinct 
examinations in these two fields need not be required. Rather, 
the candidate’s knowledge of business and legal practice should be 
tested by incorporating those features with the technical account- 
ing questions and problems, which are used to test the candidate's 
knowledge of his professional field. Even the law examination 
should be related specifically to the field of accountancy. 

If the profession, in coéperation with the pedagogues, can de- 
velop schools of the type mentioned above, it seems proper that 
graduates of such schools should be admitted to the examination 
immediately upon graduation. Therefore, upon the basis of the 
requirement of five years’ practical accounting experience, which 
is now the practice in some states, a graduate of such a school 
should be given three years’ experience credit and admitted, as 
mentioned above, immediately to the licensing examination. 

Should this type of training be made effective, and no one be 
admitted to practice, except upon graduation from a professional 
school of this type, the experience requirement might well be 
stated as two years instead of five as is now the case in the state 
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of New York. Were that the case, the accountancy profession 
would be approaching nearer to the practice followed by the legal 
profession at the present time, in which a graduate of a school of 
law, who passes the bar examination, is required to have only a 
very short period of apprenticeship, or none at all, before entering 
upon the practice of law on his own account. However, because 
of the nature of the work which the accountancy profession is 
called upon to do, no person attempting to enter the profession 
should be turned loose on an unsuspecting public unless his ability 
has been tested and matured by a period of training under the 
supervision of recognized practitioners. 


OTHER PROBLEMS 


In this whole question of preparation for the practice of ac- 
countancy and testing the adequacy of a candidate’s preparation, 
other problems come up for the consideration of examining bodies 
and solution by them. Among these may be mentioned the 
following: 

The proper type of examination problem and question 

The sources of question and problem material 

The preparation and weighing of questions 

The proper length of the examination period 

The marking of papers 

The preparation of professional syllabi 

Relations between professional accounting societies and 
schools 


All these questions must be faced, but it has hardly seemed 
within the scope of this paper to discuss them. 
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Practical Effects of the Securities Act * 


By RALPH T. CRANE 


In attempting to discuss the practical effects of the securities 
act of 1933, one is impressed with the comparatively small number 
of such effects for a piece of legislation so vast in its scope, so 
far-reaching in its provisions and relating to so essential a branch 
of our economic structure. This is not saying that such effects 
are not of great importance and import. On the contrary, they 
are materially important, but they are not great in number. 

The advent of this law was not altogether unexpected. The 
possibilities and even the advisability of a law of like purpose had 
been discussed by many for a number of years. Various sugges- 
tions had been made to and by members of congress. Some 
suggestions were incorporated in bills introduced in congress. 
Investment bankers had made some very specific suggestions for 
national legislation, which they then believed and still believe 
would have been effective and workable. Although all of these 
suggestions were advanced in perfect good faith and with nothing 
other than the highest motives back of them, they seemed to fall 
on inattentive ears until President Roosevelt, in harmony with 
platform pledges, made specific recommendations to congress and 
set the drafting machinery in motion. 

In the early stages of the presentation of proposals for the law 
it became apparent that provisions of the law proposed were being 
drafted by persons wholly unfamiliar with the accepted and 
practical methods employed in the issuance and distribution of 
securities, as well as with the legal aspects of formulating a secur- 
ity issue, the technique of secondary markets and other important 
phases of the business. This, although possibly needlessly, 
caused anxiety and suspicion as to ultimate intent, not easily re- 
moved even though not justified. Corporate officers, financiers, 
investment bankers, already preoccupied with very specific in- 
dividual problems incident to the depression, carried these anx- 
ieties over to the time of the actual enactment of the law and then 
found provided in the law new requirements entailing great and 
unusual expenditures, new rules of procedure and, particularly, 


* An address before the American Institute of Accountants at Boston, Massachusetts, October 
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new standards of possible or contingent liabilities and new rules 
as to allowable defenses. There was then and for a considerable 
time thereafter a rather definite and general feeling that the 
anxieties of pre-enactment days were well founded. 

Corporate officers and corporate management were fearful of 
their freedom of action in any financing, new or refunding, in- 
volving any element of interstate transactions. This, of course, 
applied to the great majority of the substantial industries, a 
number of which were sorely in need of readjustments which 
would normally have been possible under the cheap money 
conditions. 

Dealers in securities and particularly underwriters were con- 
fronted with new rules of conduct, new requirements and new 
responsibilities not easy of interpretation and, in some instances, 
difficult of definite determination. 

Accountants found requirements for material changes in some 
of the theretofore accepted practices—not necessarily adverse or 
unwarranted changes, but changes nevertheless. This required 
careful thinking and careful determination of their future course 
and procedure. Above all, they were faced with liabilities, con- 
tingent at least, apparently mandatory, which those of responsi- 
bility would not assume. 

Lawyers, acting on the side of safety for their clients, were slow 
in giving opinions as to legal effects of a number of the provisions 
of the law and ultimately hesitated to give assured interpretations 
_ as to a number of the phrases and clauses. The best legal minds 
cited certain important provisions which they insisted were sus- 
ceptible of two or more interpretations. 

There is no doubt in the minds of men close to the situation 
that all these things materially contributed to the very definite 
slowing down of overdue readjustments and refinancing at a time 
when they should have been accelerated. Since, in the emer- 
gence from a depression, new financing must necessarily follow 
the readjustment period, to the extent readjustments were de- 
layed new financing was also delayed. 

Strange as it may seem, the enactment of the law, by reason of 
the publicity of discussions incident to its consideration and 
the all-too-frequent assertions about the alleged past misdeeds of 
corporation officers, financiers and investment bankers and of 
business in general, coupled with the generally known fact that 
corporate directors, bankers, dealers and accountants were loath 
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to assume the liabilities under the law, weakened rather than 
enhanced the public confidence in business and in investments. 

The amendments of 1934, plus a somewhat changed official 
attitude toward corporate management and investments and, 
especially, the high character of the administration of the law 
have relegated most of these effects into the temporary class. 

Cost is always a major item of business. Likewise it is a 
major effect of this law—permanent, so far as we can see. It is 
too early to attempt any comparison between cost and benefits, 
especially dollar costs and dollar benefits. Neither is it possible 
to state the whole item of cost in any concrete form. We do 
know, however, that the item of cost is considerable and must be 
passed on to some branch of the public. Whether this is in the 
form of reduced dividends, increase in production or operating 
costs, ultimately to be reflected in sales or service price or by 
taxation to cover costs of administration, is immaterial. 

Through the registration provisions the law has definitely 
placed on file in a public place all the material information, and 
more, relating to all new issues not exempt under the law. 
The essentials of this information in turn must be incorporated in 
the prospectus made available to every investor. No one now 
can even allege there is no opportunity for finding out the facts. 
There is no longer any cause for complaint at not being able to 
judge a given security on the basis of fact according, solely, to 
one’s ability to read and understand the facts. 

The resultant value of these requirements is not so clear. 
Normally one might expect the investing public to be benefited 
by the new as against the old method. But, is it? We hope so. 
Experienced investors, investors of or with considerable means 
received or got all essential facts prior to the new methods. 
Other investors with knowledge of their inexperience placed their 
dependence in others of known qualifications for guidance. 
Others, wholly uninformed and inexperienced and without ability 
adequately to inform themselves, then, as now, invested blindly, 
under impulse, according to some dream idea or in a spirit of 
gamble, catch as catch can. 

We must not rest here, however, and say there are no resultant 
benefits to investors. It is more by indirection than by direction 
that beneficial effects have reached investors. The requirements 
of the law as to detailed information, the placing of this informa- 
tion on public file subject to almost universal, to say nothing of 
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official, scrutiny, and without regard to civil or criminal liability, 
have slowed down the tempo, encouraged extreme care and cau- 
tion, tempered reports and factual statements to even greater 
conservatism. In addition to this broader dissemination of in- 
formation, the investor is furnished a most comprehensive pros- 
pectus, which, even if he does not read, he is privileged to file 
away for future reference should any occasion arise. This is well 
known to the issuer and dealer and may be an incentive to greater 
precaution in salesmanship. 

There has been much discussion of the twenty-day-waiting- 
period provision of the law. While there are differences of opin- 
ion as to the effects of this provision, it has definitely tempered 
and materially reduced so-called high pressure salesmanship. 
An equally clear but contrary result has also occurred. No in- 
considerable number of investors, most of them experienced and 
informed, impatient with any delay of opportunity to make a 
desirable investment, insistently approach dealers in securities 
for definite commitments on an allotment of forthcoming issues 
well in advance of the twenty-day expiration and bring high 
pressure to bear on the dealer for a commitment, which would 
amount to a sale in direct violation of the law. The investor may 
and frequently does apply his pressure under threat of transferring 
all his business to another, who, if a less scrupulous observer of the 
law, materially profits by satisfying the investment needs as well 
as the demands of the customer through a transaction which 
violates the securities act. It is easy to see the penalty against 
the one and the premium available to the other. 

The application of sections 17 and 20 of the law, commonly 
referred to as the anti-fraud and injunction sections, of recent 
months have been productive of noticeable material and beneficial 
effects. Section 17 makes it unlawful to employ any fraudulent 
scheme or device in the sale of securities through any instrumen- 
tality of interstate commerce; while section 20 grants the power 
of injunction against any such schemes or devices. Heretofore 
unscrupulous operators in securities transactions have sought to 
cloak themselves with immunity against state laws on the plea 
that their activities were interstate. In many instances local 
authorities were quite helpless, and, there being no national au- 
thority outside the overburdened postal inspectors to check such 
frauds, this group of underworld operators in the business carried 
on to the detriment of the investing public and the goodwill of 
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the business. The securities and exchange commission, through 
its agents, has very wisely energetically attacked these practices 
at several points. This activity is having telling effect for good. 
If persisted in soundly, the effects should be definitely wholesome. 

It will certainly be a great step forward if some plan can be 
devised for codrdination of the several efforts and activities 
relative to the interstate sale of securities, whereby there will be 
greater uniformity in activities by the federal and the respective 
state agencies, thus materially decreasing the financial and kin- 
dred burdens of the present necessary compliance with a multi- 
plicity of laws and regulations. 

There is now a disposition on the part of issuers, officers and 
stockholders to be less fearful of publicity of facts heretofore re- 
garded as strictly confidential, publicity of which might or would 
be detrimental to the private interests of such persons. Whether 
the public is profiting or may profit through this publicity of per- 
sonal and confidential information, the future alone will tell. 
This law should, and if the present high character of administra- 
tion is continued will, I believe, bring about some future mutual 
consideration of the problems involved by administrative agen- 
cies, members of congress and representatives of those whose 
businesses are directly affected by the law, resulting in better- 
ments and material simplifications. Like most other laws of this 
character, the majority of the requirements laid down in the law 
and through the regulations under the law are more regulatory for 
legitimate business than against fraudulent practices. 

I can not too strongly stress the effects of the administration of 
the law, which are apart from the law itself. I can not speak in 
too high terms of the character of the personnel of the commission 
as presently constituted. With a less fair-minded, intelligent 
and coéperative attitude, the effects might have been and in all 
probability would have been materially different. With an 
equally capable and conscientious personnel of the commission in 
the future and with the proper and, in my opinion, very appro- 
priate spirit of codperation, any adverse effects should be con- 
stantly reduced and beneficial effects amplified. 

The recently announced plan for the appointment of a commit- 
tee to act as a consulting or conference committee with the com- 
mission is, in my opinion, a great step forward and should result 
in much good for both the investment banker and the public. 
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AMERICAN INSTITUTE EXAMINATIONS 


[Note.—The fact that these answers appear in THE JOURNAL OF ACCOUNT- 
ANCY should not cause the reader to assume that they are the official answers of 
the board of examiners. They represent merely the opinions of the editor of 
the Students’ Department.]} 


EXAMINATION IN AUDITING 
May 16, 1935, 9 A. M. to 12:30 P. M. 


The candidate must answer all the following questions. 
No. 1 (5 points): 
(a) What is meant by “fixed’’ and “variable”’ overhead costs in cost ac- 
“—— for a manufacturer? 


(b) Give examples of each. 
(c) How will increases and decreases in production affect the variable and 
fixed overhead in the cost per unit? 

(d) Illustrate by example your answer to (c). 

(e) Why should any distinction between fixed and variable costs be rec- 


ognized? 
Answer: 
(a) Fixed overhead expenses are those expenses that are not likely to be af- 
fected greatly by changes in production; and 
Variable expenses are those that are likely to increase or decrease with pro- 
duction. 
(b) Examples of fixed overhead expenses: 
Real estate taxes 
Depreciation (normal) on buildings 
Insurance on buildings 
Examples of variable overhead expenses: 
Indirect labor, and indirect material 
Die and small tool costs 
(c) Fixed overhead expenses per unit will decrease as production increases, 
and will increase as production decreases. Variable overhead expenses will not 
necessarily vary in exact ratio to the variation in the-production. As produc- 
tion increases the variable expenses are likely to increase at a lower rate. Con- 
versely, as production decreases, the variable expenses may decrease at a 
slower rate. A point may be reached in production whereat many of the so- 
called variable expenses will become fixed expenses. For instance; production 
may be reduced to such a low point that the only indirect labor chargeable will 
be a skeleton organization which it will be necessary to maintain, even though 
the production falls below the point whereat this group may be profitably uti- 
lized. 
(d) Production (units)...... 100 500 1,000 1,500 
Fixed expense: 
Real estate taxes: 
Amount—$1,000. 
Cost per unit....... $10.00 $2.00 $1,00 $ .67 
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Variable expense: 
Indirect labor: 
Amount........... $500.00 $500.00 $1,000.00 $1,350.00 
Cost oer wnit....... 5.00 1.00 1.00 .90 
(e) It is important for the manufacturer to recognize the distinction between 
fixed and variable expenses, in order that he may accurately estimate his costs 
at varying production levels, and that he may determine his sales and manu- 
facturing program. 
No. 2 (15 points): 
A summarized balance-sheet, presented to you for examination, is stated in 
the following terms: 
Balance-sheet as at December 31, 1933 


Assets Liabilities 
Current assets.......... $1,600,000 Current liabilities....... $ 800,000 
Prepaid expenses........ 50,000 Contingency reserve..... 100,000 
Plant account less reserve 
for depreciation....... 2,050,000 Preferred stock 7% Cum. 700,000 
Common stock......... 1,500,000 


Earned surplus: balance at 
Dec. 31, 1932 $450,000 
Net income 1933 150,000 600,000 





$3,700,000 $3,700,000 














According to the terms of the preferred-stock issue a sum of $50,000 is set 
aside annually “out of surplus” ioe the retirement of preferred stock, the in- 
stalment for each year to be deposited on March ist of the succeeding year. At 
December 31, 1933, preferred stock of a par value of $300,000 had been retired 
through the sinking fund by purchases at par during the six years in which the 
fund had been in operation. 

The contingency reserve was charged during the year with certain excep- 
tionally large credit losses amounting to $100,000. When the contingency re- 
serve of $200,000 was created by the board of directors out of surplus in 1931, it 
was felt that certain customers were receiving unduly long terms of credit, but 
it was the belief that they would eventually pay their bills. By 1933 balances 
to the amount of $100,000 were found to be irrecoverable, and they were written 
off against the contingency reserve, as stated. 
wy Assuming that the current assets, the liabilities and the plant account have 
been satisfactorily verified, and that you have reviewed the operations of the 
company for 1933 

(a) Submit your criticisms of the balance-sheet and discuss any points on 

which you may desire to take issue; and 

(b) If you consider changes necessary, redraft the balance-sheet and present 

a summary of the surplus account, showing the sources of increase in 
1933 and the proper distribution of the balance at December 31, 1933. 


Answer: 

(a) The “unduly long terms of credit”’ mentioned in the question indicate 
the possibility that certain of the receivables should not be included in the cur- 
rent asset classification. If the contingency reserve is still regarded as neces- 
sary to protect the company against possible credit losses, the reserve should be 
deducted from the receivables as a reserve for bad debts, or, added to the bad 
debt reserve, if the company has one. 

If no further credit losses are expected, the contingency reserve should be 
restored to surplus, since the contingency for which it was provided no longer 
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exists. As the question states that the current assets have been satisfactorily 
verified, it may be assumed that the receivables are all current and properly 
valued, and that the contingency reserve is no longer required. 

The preferred stock “‘ had been retired through the sinking fund by purchases 
at par.’’ Apparently, it has not been cancelled; but is being carried in the 
treasury. Further, the question states ‘according to the terms of the pre- 
ferred-stock issue a sum of $50,000 is set aside annually ‘out of surplus’ for the 
retirement of preferred stock.’’ This statement indicates that a reserve for the 
retirement of the stock is necessary. 


(b) BLANK CORPORATION 
Balance-sheet 
December 31, 1933 


Assets 
CIE CI. ws. 5.5 scien sk. copa eee $1,600,000 
PE IID. 6 akc es cste ond sdoccnmaen ees 50,000 
Plant account less reserve for depreciation..... 2,050,000 
png in eee $3,700,000 
Liabilities 
I I, a. sins di 6a Rae Ae $ 800,000 


Net worth: 
Capital stock: 
Preferred—7 % cumulative ($50,000 to be re- 
tired annually): 


MI go 5:0 60 eaecsvatdaport $1,000,000 
I ios cnus aaa ema 300,000 
en. ET eee $ 700,000 
sts hairenteaninkacaaiil 1,500,000 $2,200,000 
Reserve for retirement of preferred 
ONES di £5cs divaes ieee 350,000 
PIA: 3 o ccncace ceecashaad 350,000 2,900,000 





$3,700,000 


Note.—The terms of the preferred stock issue provide for the retirement of 
the preferred stock in annual instalments of $50,000 each, to be deposited on 
March Ist of each succeeding year. 


BLANK CORPORATION 
Surplus account 
December 31, 1933 


Balanse, Decatiiber SL, TIGR. o.6.n<occcsinccccdeceasee $450,000 
Contingency reserve restored to surplus: 
Balance of reserve, December 31, 1932............ $200,000 
a er 100,000 
Balance restored to surplus.................... 100,000 
NG ck ea os SEs sd enn oe 0s $550,000 
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Reserve for retirement of preferred stock............ $300,000 
Adjusted surplus, January 1, 1933.................. $250,000 
SR dg foo yd agate Rowe OER RSD 150,000 
es oat he a alas Go a acd dialect e Od “$400,000 
Deduct: provision for the reserve for retirement of pre- 
ce ce wa rid cucoarcmmee maar 50,000 
Se, GOOG BE, BOGS... ono ccncccssccccccees $350,000 


It should be recognized that the provisions of the statutes of the state of in- 
corporation and the provisions of the company’s charter may affect the treat- 
ment of the preferred stock “retired.” 

No. 3 (10 points): 

While auditing an investment bank you learn that the president and treas- 
urer hold similar positions in a savings bank in the same city and have un- 
restricted access to the securities of both banks. 

(a) What would this situation suggest to you? 

(b) How would you deal with it? 

Answer: 

(a) The fact that the president and treasurer of both banks have unrestricted 
access to the securities of both banks, would suggest the possibility of their 
substituting assets belonging to one bank to cover up a shortage in the other. 

(b) The auditor should proceed as usual with his audit of the securities ac- 
count by building up the balance to be on hand at the audit date from the pur- 
chase and sales invoices. His schedule should show, among other things, the 
exact name of the security, the date of issuance and maturity, the par value, the 
rate of interest (in the case of bonds) and, particularly, the number of the bond 
or certificate. This schedule should then be checked against the securities ac- 

count to determine whether it isinagreement, The officers should be requested 
to deliver the securities owned by the investment bank for your inspection. If 
these securities are not kept in the company’s own vaults, the auditor should 
request permission to accompany the officer or officers to the place of safe- 
keeping. In his inspection the auditor should carefully note that those securi- 
ties tendered to him are the identical securities shown in his schedule. If they 
are not, he should insist upon auditing the securities of the other bank. If 
they are in agreement, he should point out to the officers the possibility of 

criticism, and obtain their permission to perform an audit of the securities (and 
other relative accounts) of both institutions. In any event, the auditor should 
explain the situation in his report. 

No. 4 (6 points): 

You are making a balance-sheet audit of a concern whose business is import- 
ing and exporting. You find it has been the custom to charge to an account 
entitled ‘Freight and charges prepaid”’ all expenditures of that class on both 
incoming and outgoing shipments. At the close of each fiscal period the bal- 


ance remaining in this account is written off as an operating expense. 
A survey of the account for the past five years reveals the following facts: 


Year Debits Credits Write-offs 
i icthetannpikinep anes $345,750 $342,000 $ 3,750 
Sh irks ohn eenidewesys 298,500 294,700 3,800 
Pi tcwih¢kvewande sheen 253,000 245,500 7,500 
| SARC Cee rere 258,750 242,000 16,750 


baie einaiin ome ealcare orgie 242,500 26,000 
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All charges are audited and approved by an “‘auditor,” a clerk with a long 
record of trustworthy service, who neither handles cash nor draws cheques nor 


signs them. , : 
(a) Discuss this procedure as it relates to the balance-sheet and earnings 


statement of the periods. — 
(b) In the circumstances would you consider it necessary or not to bring the 
matter to the attention of your client? Give your reasons. 


Answer: 

The auditor should obtain an explanation of the write-off of the balances 
from the person who made the entry, and then verify it with the person who 
has the authority to order the charge-off. It will be noticed that while the 
total debits and credits have been decreasing, the amount of the write-offs has 
been increasing; that the amount written off for the year 1934 averaged more 
than $2,000 per month. 

It may be found that the debits to the account represent amounts expended 
for freight; that the credits represent collections from customers for freight 
charges advanced; and that the balance may be collectible from, or allowable to 
the customers. If allowable to the customers, the write-off is in order. 
If collectible from customers, the auditor should ascertain why these bal- 
ances were charged off to expense, and not collected. 

Asa start, the transactions entered in the account for the month of December, 
1934, should be analyzed by matching the debits against the credits, by ship- 
ments. If nothing is disclosed in the checking for this month, the test should 
be continued through November, October, etc., until the auditor has learned 
the reason for the differences. 

He may find: 

(1) that customers had not been billed for freight advanced; 

(2) that there has been collusion between the ‘“‘auditor”’ and the cashier; 

(3) that some of the vouchers were false, and were entered to cover up a 
shortage in cash; 

(4) that some of the vouchers were raised in amount after the ‘“‘auditor’’ 
had approved them; 

(5) that some of the collections from customers were held out by the 
cashier and not credited to the customers’ accounts. 

(a) If the write-off is not in order, the effect upon the earnings statements 
would be to overstate the expenses and to understate the earnings by the bal- 
ances written off each year; the effect upon the balance-sheet would be to under- 
state the net assets and surplus account by the same amount. 

(b) The testing of the account, as suggested above, should be made before 
any discussion is had with theclient. The result of the test should be disclosed 
to him, and an authorization to check the entire account should be requested. 
No. 5 (15 points): 

You are to certify the balance-sheet and income statement of the X Holding 
Company on a non-consolidated basis. In the course of the audit you find that 


its income account includes dividends from twe wholly owned subsidiary com- 
panies which you do not audit. Concerning the latter you learn the following 


facts: 
That subsidiary A had a net loss for the year but has had sufficient earned 
surplus since date of acquisition to cover the loss and the dividend paid; and 
That subsidiary B had sufficient earned surplus at the date of acquisition to 
cover the dividend paid, but has suffered an earned-surplus deficit since, as well 
as a net loss for the year. 
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State in what manner, if at all, you will adjust the X Holding Company's 
balance-sheet or income statement, or how you will disclose the information 
you have obtained. Give your reasons in full. 


Answer: 

The best method of showing all of the facts would be to prepare a consoli- 
dated balance-sheet and a consolidated income statement, but as this method 
is not to be permitted, the following is suggested: 

The dividend from subsidiary A was declared from surplus earned since the 
X Holding Company acquired this subsidiary; the dividend from subsidiary B 
was declared from surplus earned prior to the date of the acquisition. Hence, 
the dividend from A may be considered as income, but the dividend from B 
should be considered as a return of the investment in the stock of B. 

In the income statement, I would show (after profits from operations) 
‘“‘ Dividends received from wholly owned subsidiary A—$......... ” In the 
balance-sheet (after reducing the investment account of B by the amount of the 
dividend received): 

“Investments in wholly owned subsidiaries (at cost): 

A Company (book value $........ ere 
B Company (book value $........ G —— late ae rae a 


In the certificate, I would state that the accounts of the two wholly owned 
subsidiaries were not audited or consolidated in the statements. 


No. 6 (9 points): 
Auditing the books of the A Corporation in behalf of the X National Bank for 


credit purposes you find a substantial debit balance in an account entitled 
‘‘Cash-surrender values.’’ You learn that it appertains to policies in favor of 
the A Corporation on the lives of the principal officers. 

(a) What steps will you take to verify this account? 

(b) What information on this point will you give to the bank in your report? 

(c) What, in particular, is it important for the bank to know? Why is it 


important? 


Answer: 

(a) The auditor should inspect the policies and prepare a schedule showing: 
(1) The number of the policy. 
(2) The name of the company. 
(3) The amount of insurance. 
(4) The type of insurance (ordinary life, term, etc.) 
(5) The amount of the premiums. 
(6) The cash surrender values. 
(7) The name of the person whose life is insured. 
(8) The name of the beneficiary. 
(9) The amount of any lien, and the nature thereof. 

(10) Any other information indicated in any riders attached to the poli- 
cies. 

Written confirmation should be obtained directly from the insurance com- 
panies covering: the amounts of insurance, the amount and explanation of any 
liens against the policies, the cash surrender values of the policies at the date of 
the balance-sheet, the amount of any unpaid premiums, and assurance that all 
rights and interests are vested in the corporation. 
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(b) The report should include the following information: 
(1) The kind of insurance. 
(2) The amount. 
(3) The names and offices of the insured. 
(4) Any restrictions as to the payment of the proceeds of any policy held. 
The balance-sheet, as a part of the report, should show the cash surrender 
values of the policies, and the amount of any loans obtained, or other liens. 
If the corporation is not the unrestricted beneficiary, the cash surrender value 
is not an asset of the company’s and should not be shown as such. Inquiry 
should be made to ascertain whether there is any outside agreement (not shown 
in the policies, or as riders in the policies) in which it is agreed that the proceeds 
of any policy are to be used for some particular purpose, such as purchasing the 
capital stock of the company owned by the deceased. For example: assume 
that the corporation is paying the premiums on a policy insuring the life of the 
president of the company in the amount of $100,000; that the cash surrender 
value of the policy is $40,000; that the amount borrowed on this policy by the 
corporation is $35,000; and that the corporation has agreed to purchase the 
stock held by the president, at his death, for the full amount of the policy, $100,- 
000. Let us further assume that the president dies at this time. The insur- 
ance company pays the net proceeds of $65,000 (face of policy less the loan) to 
the corporation who is bound to pay $100,000 to the estate of the deceased 
president. In addition to the $65,000 received from the insurance company, it 
must pay an additional $35,000 in cash for stock, which treasury stock reduces 
the net worth of the company by: 





TORO MIE, GE OIE o.oo. 5 hiekcc omnis oumaxeiowd $100,000 
Add—cash surrender value charged against surplus... 40,000 

Oe dic tilt a Gils Arai d 8 Sad ou Sudo eagle eae ee ——- $140,000 
Less: amount received from insurance company...... $ 65,000 

amount applied against loan .................. 35,000 100,000 


Net reduction of net worth. .............cccceeeees $ 40,000 


Therefore, it is necessary that any such provisions should be commented 
upon in the report. 

(c) As the bank is primarily interested in knowing whether the corporation 
will be able to meet its obligations as they fall due, it should be informed as to 
the financial condition of the company at this time, and should be aware of any 
possible important changes in that condition which may arise upon the death of 
one of the management. The cash surrender values and the loans and other 
liens affect the financial condition. The proceeds of any insurance policy (if 
unrestricted) may compensate the corporation for the loss of one of the manage- 
ment. If all the information discussed above is given in the report, the loaning 
officer will then have data to aid him in forming an opinion and making a deci- 
sion regarding a loan. 

No. 7 (5 points): 

You have audited the accounts and certified the balance-sheet and earnings 

statement of the X Corporation for the year 1933. In 1934 the president of the 


381 








The Journal of Accountancy 








corporation, knowing that you are suffering from lack of employment, offers you 
the privilege of selling a block of its stock on a commission basis. As a profes- 
sional accountant will you accept the offer? Give your reasons. 


Answer: 

Selling the stock of a corporation for which I had recently completed an audit 
and rendered a certificate would be incompatible with the ethics of professional 
accounting. Even though the offer to sell the stock was received after the 
audit had been completed, prospective buyers of the stock would be skeptical 
of the truth that the audit report was prepared without bias. My reputation 
as a public accountant would be in jeopardy, and I would refuse the offer. 


No. 8 (10 points): 

Corporation A, a trading company, owns all the stock of Corporation B, a 
real-estate holding company. Corporation B owns the real estate occupied by 
Corporation A for business purposes, subject to a mortgage which is owned by 
Corporation A. For the year ended Dec. 31, 1934, Corporation A pays rent of 
$4,000 to Corporation B, and receives from it interest of $6,000 on the mortgage 
and a dividend of $2,000 (from prior earned surplus) on the stock owned. Cor- 
poration B has a current net loss for the year of $4,000. 

(a) State how you will report these facts for the income taxes of both 
corporations, and what the tax liability will be. 

(b) If the same conditions had existed in 1933, what would the tax liability 


have been for that year? 


Answer: 
(a) The corporations would be required to file individual federal income tax 


returns for the calendar year ended 1934, because the revenue act of 1934 limits 
the privilege of filing consolidated returns to railroad corporations. 


Company A: 


ee a re $6,000 
I IN NS. ins 6s 64ensscsdwermecannecs 4,000 


Piet CURANES MAGI io onicidcccdsedicecds $2,000 


The dividends of $2,000 on stock owned in Company B (a domestic corpora- 


tion), are not taxable to Company A. 
The tax liability would be ($2,000 * 1334%) $275 


Company B: 


oe dig te aun eee mae teee $6,000 
Pe eee rere 4,000 


SE oe Re PC em Es eee $2,000 


There is no tax liability. 

(b) Consolidated returns were permitted for the year 1933, and the two 
companies should file returns on that basis. If this were done, the intercom- 
pany transactions covering the rent and interest on mortgage would be elimi- 
nated, and no taxable income would result. The saving effected would be the 
$275 payable by Company A, under (a). 
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No. 9 (15 points): 
(1) What is ‘‘accounting control”’ as distinct from mere “ledger control’’? 
(2) State briefly how it may be applied in relation to: 
(a) Plant and equipment 
(b) Inventory 
(c) Liabilities 
(d) Income and expenses 
(3) Isit always desirable? What could take its place in a control of a varied 


stock of supplies or retail merchandise? 
Answer: 

(1) ‘Accounting control’’ is the control of operations by means of a budget 
prepared from the accounting records, statistics, and estimates. ‘Ledger con- 
trol’’ is the control of subsidiary ledgers by means of accounts in the general 
ledger in which are recorded the totals of like transactions which are entered in 
detail in the subsidiary ledgers. 

(2) Astudy should be made for the purpose of estimating the amounts of the 
various sources of revenues which may reasonably be expected for the next 
period. With this asa base, an estimate should be made of the costs (including 
additional plant and equipment) and other expenses necessary to produce this 
revenue. With this information, estimated profit-and-loss statements may be 
prepared. From these statements, cash receipts and disbursements may be 
estimated and shown in a ‘“‘cash-flow”’ statement. Monthly balance-sheets 
may be projected from the last actual balance-sheet, and the two estimates 
noted above. 

(a) The plant and equipment necessary to produce the period’s require- 
ments, (b) the inventory, (c) liabilities, and (d) income and expenses are all 
budgeted in the above statements and, with the exception of income, may be 
controlled by holding the various departments to the estimates. A statement 
showing the actual performance, the estimates, and the differences should be 
prepared and placed before the management, at least oncea month. Explana- 
tions of the differences should be obtained immediately, if effectual control is to 
be maintained. 

(3) Accounting control is always desirable; management should have a plan 
—a par to “shoot at.’’ Partial control of a varied stock of supplies or retail 
merchandise may be had by using cards indicating the maximum and minimum 
limits of each item. The purchasing department should be notified as soon as 
the stock of goods reaches the minimum limit. 

No. 10 (10 points): 

The A Corporation issued a million dollars face value of its own bonds at par 
in 1928. The terms of the bonds require the purchase of not less than 10% per 
annum of these bonds, which are to be deposited with a trustee and stamped 
“Held for sinking fund and not transferable.’’ During 1934 the corporation 
purchased in the open market $100,000 par value of the bonds as follows: 

$40,000 @ 98 $20,000 @ 120 
30,000 @ 100 10,000 @ 130 
and deposited them with the trustee. 

State whether or not and to what extent, if at all, the difference between the 
issuing price and the purchase prices of the aggregate transactions should be re- 
ported in the corporation's federal income-tax return for 1934. 


Answer: 
Regulations 86, article 22 (a)—18 states in part: ‘‘Sale and purchase by cor- 
poration of its bonds.—(1) (a) If bonds are issued by a corporation at their 
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face value, the corporation realizes no gain orloss. (b) If the corporation pur- 
chases any of such bonds at a price in excess of the issuing price or face value, 
the excess of the purchase price over the issuing price or face value is a deduct- 
ible expense for the taxable year. (c) If, however, the corporation purchases 
any of such bonds at a price less than the issuing price or face value, the excess 
of the issuing price or face value over the purchase price is gain or income for the 
taxable year.”’ 

Accordingly, the following gains and losses should be reported in the corpora- 
tion’s federal income tax return for 1934: 


Issuing price Purchase Gainor 
(face value) price loss* 
$ 40,000 $ 39,200 $ 800 
30,000 30,000 
20,000 24,000 4,000* 
10,000 13,000 3,000* 








Totals $100,000 $106,200 $6,200* 














The net loss of $6,200 would be ‘‘deductible expense,”’ deductible from the 
taxable income of the corporation, and is not subject to the limitation on 
capital gains and losses imposed by section 117 of the revenue act of 1934. 


EXAMINATION IN ACCOUNTING THEORY AND PRACTICE—PAaArrt II 
May 17, 1935, 1:30 P. M. to 6:30 P. M. 


Editor, Students’ Department: 

Dear Sir: I can’t quite agree with the solution of problem 2, part II of the 
May, 1935, C. P. A. examination that appears in the September issue of THE 
JOURNAL OF ACCOUNTANCY. 

It is my opinion that the withdrawing stockholder X is overpaid. In the 
published solution he is paid his proportionate share of the true net worths of 
the companies G and H. I believe this to be in error inasmuch as the combined 
net assets of the two companies do not equal the sum of their true net worths. 
In order to try to make myself clearer; assume all stockholders wish to with- 
draw, obviously they could not all be paid on the basis cf the true net worths— 
there just isn’t enough assets to go around. 

For the above reasons I offer for your consideration a solution which appears, 
at least to me, to be more equitable. 

I also wish you would give me your opinion regarding the use of calculating 
machines by candidates in the C. P. A. examinations. Frankly, it appears to 
me to be quite unfair to those of us who are employed where we must use a 
machine practically all of the time, not to be permitted the use of these devices. 
We hear a great deal about raising the standards of the accounting profession 
and yet candidates for a C. P. A. certificate must take an examination which 
involves a great amount of simple arithmetic (and this while under the strain 
of the examination) without the use of devices which they use every day in their 
work and which have done so much to make the work of the accountant more 
of a professional nature rather than that of an expert arithmetician. 

I hope I don’t sound too “sour” in the above paragraph. This matter 
rather ‘‘burns”’ me up. 

I also hope we can have more articles in The JOURNAL similar to “ Financial 
Statements and the Uncertain Dollar” in the September issue. 


Very truly yours, 
(Signed) J. H.S. 


Portland, Oregon. 
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Tink ak es OE GA Riis xk bins cade eee en eees $1,026,223 .91 
= = ie, Cen eke een eRe RP 185,329.86 


$1,211,553 .82 


Net assets of Co. G other than stock in Co.H............. $1,024,000.00 
” ee aa ” ll eck MPR Wi 48,500.00 


$1,072,500 .00 


The ratio of the sum of the true net worths to the sum of the net 











assets = $1,211,553. 82 
——————- = $1 . 12965391 
$1,072,500 
Co. G’s share of net assets = $1,026,223 .91 
——————-=$ 908,441.00 
$1. 12965391 
ane *. -™ - $ 185,329.86 
—————-=$ _ 164,059.00 
$1.12965391 
NE I oink SiGe eek aaneeee eee $1,072,500 .00 
Thus the value per share of stock is: 
SG: ISR Ree aie INR frsete eek i, eeeg ree” $908,441.00 
_—— =$151.406833 
6,000 shares 
2 a area itr: ose e: $164,059.00 
————_——- = $16. 4059 
10,000 shares 


Then there is due to stockholder X: 
100 shares Co. G at $151.406833 =$15,140.68 
2,000 shares Co. H at $16.4059 = 32,811.80 


$47,952.48 
239 shares Co. K stock at $200.00 47,800.00 


Balance to be paid in cash......... $ 152.48 
Likewise there would be due to Co.’s G and H for distribution to their 
stockholders: 
Co. G—5,900 shares at $151.406833 . 0... ccc cece cece $893,300.32 
aks 6k ccc cksns bee issanaiebeswages 893,300.00 
Batnaen 00 He Oil Ge Gite on 0 cc ccccsccccccscnsedeuesenes $ 32 
Co. H—6,600 chores Gt SIGAODD «oo ccccciccccccccvcssesecs $131,247.20 
Die ME, FE sob bie 6.6028 s d6n 600 nsepn endanoen 131,200.00 
Balance to bo paid fe Gate o.oo cs cccccccsecctsccusensceces $ 47.20 
Balance-sheet 
Assets Liabilities 
PN a. iG Seetas wee $ 17,300 Accounts payable...... $ 15,000 
Accounts receivable. . ... 33000 Capital stock.......... 1,024,500 
ee re 37,000 
Investment in Co. K..... 952,200 
$1,039,500 $1,039,500 
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Reply: 

The statement shown on page 231 of the September issue shows the com- 
bined net assets of the two companies after eliminating the intercompany stock- 
holdings. While it is true that these net assets total only $1,072,500, these net 
assets are available only to the ‘‘outside”’ stockholdings. However, the com- 
panies own, not only the assets shown in the statement on page 231, but also 
stock in each other. Every stockholder (outside and intercompany) has an 
interest in all of the assets underlying their respective shares. 

The true value of all of the assets of the companies is shown on page 232 as 
$1,211,553.82. The difference between this figure and $1,072,500 is $139,- 
053.82, the value assigned to the intercompany holdings. 

I can not agree with you that on the assumption that all stockholders wish to 
withdraw that it is obvious that they could not all be paid on the basis of the 
true net worths. From the computation on page 232 we obtain: 


i io Si te cal Sie uch wa grata Rahm wie $1,211,553 .82 


Deduct: intercompany investments..................+0000. 139,053.82 
Remainder, applicable to all stock. .................00005- $1,072,500 .00 
NS a bk oy rkRana hae kecneasewoseoraneneys 54,169.70 
Balance applicable to stock exchanged.................... $1,018,330 .30 
Accounted for as follows: 
i 6. cae 6 OR Wa NLDsAS KORDEERMDENERRRERR MORE $1,018,300 .00 
ee eee ee eee eee ee pe ert ee 30.30 
iti cb Kni hikers kane eee mbaens $1,018,330.30 


Another method to prove that X was not overpaid would be to compute the 
value per share applicable to the stock exchanged and the stock purchased from 


X. This computation follows: 











I a ik ak 6 0 oct cadovsccsonssrcdscans me an 
Hates TURIN CIs 6 66.0 0 occ nccdcsnestsonsens 800 120 
DE dine ettncakéierepatyceasantheadenannneees 100 2,000 
MN: 04 0068s sR eddwhoouns soseeeennedtebaceeeeeias 900 2,120 
Balance exchanged for stock of new company............. 5,100 7,880 





The values assigned to these shares exchanged for stock of the new company 
are shown on page 232 as: $872,290.37 and $146,039.93, respectively. 

The following statement shows that if all of the remaining stockholders who 
had exchanged their stock had demanded liquidation (assuming that the assets 
could be realized upon and the liabilities liquidated at 100%), they would have 
received the same amount per share as was paid to X. 
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G H 
EE, aE eT Marte $872,290.37 $146,039.93 
PU OE Ga aoe he Seen eae 5,100 7,880 
Boake willne per GROG... «<5 sion Sddccicewsskes $171.037 $18.532 
Book value per share of stock bought from X: 
100 shares of G for $17,103.73... 0... cess. $171.037 
2,000 shares of H for $37,065.97............ $18.532 


I can appreciate your feelings in the matter of using calculating machines in 
the examination, but I can also see many objections. Can you imagine the 
clatter which might prevail at that time when concentration was most impor- 
tant, in a room in which some 280 or 300 candidates were operating machines? 
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NEW NUMBERS, by F. EMErRson ANDREWs. Harcourt Brace & Co., New 
York. 168 pages. 1935. 

New Numbers is a delightfully written treatise on the duo-decimal system of 
numeration, the title referring to the two ‘‘new numbers” which would be 
added to our present series of nine and zero. It is to be regretted that someone 
with the talent of this gifted author did not live and write a few hundred years 
ago, so that a twelve-base system might have been instituted in place of the 
ten-base system under which we now labor merely because our progenitors 
happened to have ten fingers (including thumbs) with which to count. 

Most readers will be astonished to find that our present system, including the 
use of the zero sign, was not adopted generally until the fifteenth century (A.D. 
not B.C.) and that decimals were ‘‘invented”’ only about the end of the six- 
teenth. It is not that ‘“‘tens’’ were not used in counting from time immemorial 
(see the fifth chapter of Genesis for example) but there was no zero sign and ten 
tens were merely ten tens in words and symbols and not 100. The author 
states: ‘‘ This invention of something to represent nothing is a stroke of genius 
which can scarcely be overpraised.’"’ Did I not begin by saying that this book 
was delightfully written? 

There appears to be no doubt, even in the minds of those who object most 
strenuously to any change, that the author is correct in his statement that a 
system of numbering using twelve as a base is far superior to one using ten. 
An obvious reason is that it factors better—that is, that it can be evenly divided 
by more whole numbers than ten which can be divided only by five and two. 
Thus fractional parts are reduced and exact values more easily ascertained. 

Under the duo-decimal system we count by dozens (or ‘‘zens’’ as the author 
calls them) and write one dozen as 10, two dozen as 20, one dozen and a haif 
dozen as 16 and one dozen and one as 11. Having been brought up in a land 
where 12 pence make one shilling and one half of one shilling makes sixpence 
and a shilling and a half are written as \%, I find little difficulty even many 
years later in assimilating the fact that one half in the proposed notation is .6 
and that a quarter is .3, also, for the same reason, that the total of a column of 
figures has to be divided by twelve, the odd balance written down and the even 
amount carried forward. The confusing thing at first is to write 10 for twelve 
(our present 10 and 11 being represented by new symbols) and to calculate it as 
such even if it be called ‘‘zen”’ as suggested. This, however, would be es- 
sential if we are to use the zero as indicating the end of the series. Twelve 
dozen would be 100, that is zen zens. 

To learn the present multiplication table is a prodigious feat of memory. 
The new table, which is exactly the same length, would be much more simple 
to learn if you did not know the old. 

The only objection is in the actual changing over from one system to another, 
a difficulty which appears to be well nigh insurmountable. The whole world 
could perhaps be taught Esperanto, but the old languages would not conflict 
and would be used during the transition period and probably for hundreds of 
years after. What, however, would be the result were two conflicting systems 


388 











Book Reviews 








of counting extant at the same time, the names of most of the numbers being the 
same but the quantities and relative values being different? Even granting 
that every legislative body in the world should provide that on a certain date 
the new system should be effective and the old discarded, could such laws be 
enforced? It would certainly be necessary to know both systems for many 
years after the change and how terribly confusing it would be, particularly as it 
would not be worth the effort to change only one phase, but the reform would 
have to include the changing of all weights and measures of every description. 
All mathematical tables would have to be entirely rewritten, as would all text 
books—a tremendous job in itself. What an idea for Washington! 

In this country we use the decimal system only for money, and we stick to 
yards, feet and inches; tons, pounds and ounces; avoirdupois and troy measures 
and to various others. These units seem to have been evolved as being most 
convenient for the purposes for which they are used. Why do we sell eggs by 
the dozen? Try to pack them by tens. In all these measures 12 and 16 
predominate. To use 16, as the author points out, would require too many 
“new numbers” and the necessity of learning the multiplication table up to 16 
times 16 and 12 times 12 is bad enough. 

The author thinks the change to the duo-decimal system could be made, not 
tomorrow but some time in the more or less distant future when people have 
been educated up to its beauties. Perhaps he is right, although you may not 
agree with him, but in any case as a delightful exposition of a subject which is 
not well known this book is very well worth the couple of hours it may take to 
read it, as it has more thrills to one versed in figures and is infinitely better 
written than most novels. It is simple enough for your children of school age 
to read with pleasure. He has expended much thought and care in its prepa- 
ration and the typography is excellent. One Parthian shot—Why does he not 
number his pages on the duo-decimal system and why the Roman letters for the 
numbering of histables? Perhaps the printer objected as the sheets would not 


fold according to rule duo-decimally. 
EDWARD FRASER. 


ACCOUNTING, by Cuartes H. Porter and Wyman P. Fiske. Henry Holt 
and Company, New York. Cloth, 631 pages. 1935. 

From the Massachusetts Institute of Technology comes Accounting, one of 
the best texts on the subject I have read this year. Written primarily for 
students in engineering to enable them to “acquire the habit of thinking of busi- 
ness transactions in terms of their effects on earnings and financial condition” 
(p. iii), it nevertheless measures up to the requirements of any major course in 
accounting, with the exception of auditing procedure, which, of course, is not 
within the scope of engineering technology. Any intelligent student who 
masters this book should be quite able to pass a C. P. A. examination in theory 
and practice. 

Part I (4 chapters) is a thoughtful and scholarly discussion of the philosophy 
of accounts, based on the traditional Sprague equation, with good suggestions 
as to correct methods of analyzing accounts. 

Part II (3 chapters) describes forms of accounting records with some practical 
hints as to minor errors to be avoided, such as the simple failure to enter the 
year of a transaction in the ledger account, an omission exasperating to many an 
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auditor. In reference to closing entries to profit and loss on page 172 it is to be 
observed that the journal entry does not correspond with the T-account “ profit 
and loss’’ below. And the journal entries and the resulting T-account on pages 
174-5 relating to inventory and purchases are certainly not correct in theory or 
practice, for the opening inventory and purchases can not be considered as the 
cost of goods sold (unless they have been entirely consumed), nor can the closing 
inventory be regarded as income or profit. 

Part III (3 chapters) discusses the form and content of financial statements 
prepared for various purposes. Emphasis is rightly laid upon the conception of 
fixed assets as really prepaid expense, depreciation recording what has been 
consumed during the period. This is more fully treated in the next part. 
Much confusion in the student and public mind would be avoided if this 
philosophy of depreciation were better understood. 

Asa matter of practice no accountant, nor corporation officer for that matter, 
will agree with the sweeping statement that “ bond discount should be deducted 
on the liability side from the bond issue involved” (p. 255). Academically it 
may be admitted that bond discount is not an asset per se, but such a net figure 
shown in this manner on a public statement would look odd, to say the least. 

En passant, the “horrible example’’ of a very jumbled financial statement 
signed by a certified public accountant on page 296 seems like a sly dig at the 
profession. 

Part IV (10 chapters), by far the most important section of the book, deals 
quite exhaustively with the problems of income and valuation. Theory and 
practice are in accordance with professional standards and are given with 
lucidity and philosophic interpretation. While the attempt to give a new 
definition of net income is more or less academic, the challenge to the widely 
accepted definitions by the United States supreme court and by Robert H. 
Montgomery (and incidentally that by the special committee of the American 
Institute of Accountants on terminology—p. 70) makes a comparison interest- 
ing. The authors say: 

“Business net income is an increase in net worth (the excess of assets over 
debt) resulting from any cause other than new investments by proprietary 
(owner) interests” (p. 328). 

At first sight this definition seems conclusive, until one notices that no al- 
lowance is made for withdrawals of profits, dividends paid or dividends payable 
(debt), which must be added to closing net worth to show the total net income 
for the period. This omission is the more curious because in the definition of 
business net loss at the end of the same paragraph (p. 329) withdrawals are 
specifically excepted. The use of the word “business,” however, suggests that 
possibly the definition refers only to net income arising from the operations of 
the business. In that case it falls to the ground, since net worth as finally 
determined must take into account non-operating elements. Furthermore, if 
that is the basis the authors have in mind, then comparison with the accepted 
standard definitions is futile because both the court and Mr. Montgomery are 
defining the final net income or gain. 

The traditional basis for valuing inventories—the lower of cost or market— 
comes in for a candid discussion (pp. 370-1) prefaced by the blunt remark: 
“This basis isa straddle.’’ The authors do not depart from it, but significantly 
point out that the reason for its universal use is based on financial considerations 
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rather than accounting principles. If this is inconsistent with the actual cost 
basis for all other assets insisted upon elsewhere, the authors have ample sup- 
port from nearly all standard authorities. 

Pertinent to the times is a brief paragraph (p. 502) relating to write-ups and 
write-downs through surplus adjustments made necessary (?) by price changes. 
To quote: 

“This is normally the only practical solution although such changes are in 
reality merely changes in the counters used in measuring values and might well 
be accomplished by changing all items of net worth ratably.”’ 

Agreed, provided, as I understand it, the authors mean all the items on the 
balance-sheet and income statement; but if the counters are changed during the 
period the resulting statements would be about as comprehensible as Einstein’s 
theory of relativity! 

Part V (chapter X XI) is a competent treatment of the correct and proper 
analysis of financial statements, a subject of interest for all readers, profes- 
sional and not professional. 

Problems for discussion and study at the close of each part furnish good if 


rather limited tests. 
W. H. Lawton. 
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[The questions and answers which appear in this section of THE JOURNAL OF 
ACCOUNTANCY have been received from the bureau of information conducted 
by the American Institute of Accountants. The questions have been asked 
and answered by members of the American Institute of Accountants who are 
practising accountants and are published here for general information. The 
executive committee of the American Institute of Accountants, in authorizing 
the publication of this matter, distinctly disclaims any responsibility for the 
views expressed. The answers given by those who reply are purely personal 
opinions. They are not in any sense an expression of the Institute nor of 
any committee of the Institute, but they are of value because they indicate 
the opinions held by competent members of the profession. The fact that 
many differences of opinion are expressed indicates the personal nature of 
the answers. The questions and answers selected for publication are those 
believed to be of general interest.—Eb1ToR.] 


OPERATING DEFICIT ON BALANCE-SHEET 

Question: At December 31, 1932, a corporation had an operating deficit of 
$75,000. 

On January 1, 1933, the capital stock, having a par value outstanding of 
$400,000, was reduced to $200,000 by consent of all the stockholders. 

As a result of this authorized reduction of the par value of the outstanding 
capital stock, on January 1, 1933, capital stock outstanding was charged and 
capital surplus was credited by $200,000. Also, capital surplus was charged 
and operating deficit was credited by $75,000. 

Immediately after these entries on January 1, 1933, the balance in capital 
surplus became $125,000, and the operating deficit was cancelled. 

Since January 1, 1933, and up to December 31, 1934, the company’s net 
earnings from operations, less dividends paid, have been $50,000. 

It is proposed that the balance-sheet show the following items, at December 
31, 1934: 

Capital surplus (arising from authorized reduction of capital stock 


eR ener een ne ee er ame Pr 
Surplus (earned since January 1, 1933)............ 0.20.00 eee eee 


It is not proposed that the balance-sheet make any reference to the operating 
deficit which existed at December 31, 1932 (in amount $75,000). But, the 
balance-sheet will form part of an audit report, and in a subsequent schedule of 
surplus attached to and forming part of that report, a complete and detailed 
analysis of the changes in both surplus accounts for the past five years will be 
stated, and the full facts relating to the operating deficit at December 31, 1932 
will be disclosed. 

In Financial Examinations, page 183, I note that “upon re-organization and 
by vote of stockholders, capital surplus may be used to absorb a deficit, a net 
balance being carried forward as capital surplus.” 

I also note from Accountants Handbook, page 966, that “earned surplus ac- 
cumulates from the date of incorporation or from the date of a recapitalization 
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when a deficit is absorbed by the authorized reduction of the par value of the 
outstanding capital stock.” 

If separate certified balance-sheets are requested by the client, to be cir- 
culated detached from the complete report of audit, such separate balance- 
sheets will appear as proposed above, but will be certified “Subject to the 
qualifications stated in complete report of audit.” 

It is requested that I be advised whether or not the treatment described 
above fulfils the necessary requirements of good accounting and of good ethics, 
or, whether the balance-sheet proper should mention the operating deficit 
which existed at December 31, 1932. 


Answer No. 1: In reply to your inquiry, I would say that the inquirer had 
done everything necessary when he segregated the capital surplus arising from 
reduction of capital stock from surplus earned since the date of reorganization. 
By doing this, the reader of the balance-sheet is put on notice that there was a 
reorganization and that since the reorganization the company had operated 
profitably. 

If balance-sheets only are to be circulated by the client of the inquirer, it 
would not be necessary to give an analytical surplus account arranged in 
chronological order. If income accounts are to be given, the most recent ones 
would probably be the most significant. If the only qualification in the com- 
plete report is that with reference to surplus on reorganization, I do not think 
that it is necessary to qualify the balance-sheet which is to be circulated in- 
dependently of the report, as the segregation of surplus gives all the information 
ordinarily required, and the reader of the balance-sheet will naturally assume 
that one of the purposes of the reorganization was to do away with a deficit. 
In other words, the significant factors are net assets and earning power, and the 
wiping out of a previous deficit has little to do with either of these. 

The inquirer appears to be a capable and very conscientious practitioner but 
I think in this case he is proposing to go a little further than is necessary. 


Answer No. 2: We do not approve of the proposed set-up of the balance- 
sheet in the form indicated for the reason that a definite and complete state- 
ment is proposed in the balance-sheet by the inquirer that the capital surplus 
had arisen from an authorization of a reduction of capital stock on January 1, 
1933. Obviously, if the operating deficit of $75,000 is absorbed by the actual 
capital reduction of $200,000, leaving only $125,000, the balance-sheet narra- 
tive attached to the capital surplus is incorrect and liable to mislead one not 
skilled in the interpretation of accounts. 

In our opinion the narrative referred to should be corrected to read, “ Arising 
from authorized reduction of capital stock on January 1, 1933, less operating 
deficit to that date of $75,000,” or, as an alternative, a footnote in somewhat 
similar language should be made on the balance-sheet, related to the surplus 
account either by an asterisk or some other symbol of identification. A nota- 
tion of this character could be no more objectionable to a client than the in- 
quirer’s proposal to add the footnote, “Subject to the qualifications stated in 
the complete report of audit.’’ Both notations at the foot of the balance-sheet 
are permissible under good accounting practice and there can then be no ques- 
tion of ethics involved. 
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INCLUSION OF ACCOUNTS RECEIVABLE IN CURRENT ASSETS 


Question: A wholesale concern has a customer who buys the greater portion 
of his merchandise from this wholesale concern, and for several years the ac- 
count has shown a balance at the end of the year of approximately $25,000. 
The purchases during the year aggregate more than the balance shown by the 
account at the close of the year. 

About two years ago, the retailer made definite arrangements with his credi- 
tors whereby the three largest creditors, including the wholesale concern, 
agreed to defer collection of their accounts for a period of twenty months to 
permit the retailer to clear up all the smaller creditors on the basis of 5% to be 
paid each month, so at the end of the twenty months the only creditors of the 
retailer would be the three largest, including the wholesale concern. The 
twenty months’ period has now expired, and the wholesaler will begin receiving 
payments on the old balance in addition to the current purchases. 

In making a balance-sheet for the year in which this arrangement was made 
I insisted that the account was not current and should be included in other 
assets. The client strenuously objected to this arrangement. His argument 
is that the retailer makes purchases during the year exceeding the amount of the 
balance at the close of the prior year, for which he pays cash, and therefore one 
could consider the payments as applying to the old balance which would make 
the account collectible within a period of twelve months and that the account 
was a current asset. 

This account amounts to about 16% of the total accounts receivable. 

The question is whether or not I am too technical in this particular case and 
whether the account could with propriety be included among the current 


assets. 

Answer: It seems to us that on the basis of the facts set forth in your letter, 
the inquirer’s position is entirely correct and not at all too technical in holding 
that the accounts receivable in question should not be included in current 
assets. It had been definitely agreed to postpone collection on these specific 
accounts until after the expiration of twenty months and they could, therefore, 
not be classified as current. The argument that because current annual pur- 
chases, paid currently, exceeded the deferred balance, the old account could be 
included in current assets does not hold good, since it disregards the agreement 
which would prevent applying the current payments to the old account. It is, 
of course, true that the wholesale concern will collect during the subsequent year 
an amount equal to the accounts-receivable balance outstanding, but it is also 
true that part of these collections would be realized from sales in the subsequent 


year. 
TREATMENT OF CALL PREMIUM UPON EXCHANGE OF BONDS 
Question: Bonds are to be called at 110 in exchange for new bonds having a 


different maturity date and also a different interest rate. 
What treatment should be given on the books of account to this premium of 


10 points to be paid on the old bonds at call? 

Answer No. 1: The 10-points premium paid on the call, with the unamortized 
discount on the old bonds, should be charged to earned surplus or, as an alter- 
native, to current profit-and-loss as an extraordinary charge. 
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If the company desires to charge these amounts against capital surplus, such 
charge may be made only upon vote of the stockholders, inasmuch as the stock- 
holders created the capital surplus by their vote. 

The 10-points premium paid on the call, with the unamortized discount on 
the old bonds, should not be considered as a deferred charge to be written off 
during the term of the new bonds. 


Answer No. 2: The economic justification for such an exchange must be 
found in the assumption that the annual fixed charges incident to indebtedness 
would have been greater on the old basis than on the new. The question ex- 
pressly states that the transaction involves an exchange of bonds, thereby 
eliminating any doubt that the transactions were definitely related and may 
not be considered distinct transactions. 

The issuance of the new bonds involves the substitution of a new contract, 
and any expenses incident to the negotiation of such new contract are a cost of 
the new issue. In our opinion, therefore, the premium to be paid upon the call 
of the old issue becomes an expense of the new issue, to be amortized over the 
life of such new issue; the debt service on the new basis comprises both the 
interest at the adjusted annual rate and the amortization of the deferred charge. 


Answer No. 3: Weassume that both the change of maturity date and interest 
rate are advantageous to the issuer of the securities and, such being the case, 
we believe it fair to consider that the premium paid is part of the cost of the 
new loan and it would be proper in our opinion to amortize the amount of the 
premium over the life of the new bonds. 
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